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Explanation

The Code of Federal Regulations is a codification of the general and permanent
rules published in the Federal Register by the Executive departments and agen-
cies of the Federal Government. The Code is divided into 50 titles which represent
broad areas subject to Federal regulation. Each title is divided into chapters
which usually bear the name of the issuing agency. Each chapter is further sub-
divided into parts covering specific regulatory areas.

Each volume of the Code is revised at least once each calendar year and issued
on a quarterly basis approximately as follows:

Title 1 through Title 16.....ccciiiiiiiiiiiiiiii e enes as of January 1
Title 17 through Title 27 as of April 1
Title 28 through Title 41 ..o as of July 1
Title 42 through Title 50....ccciuiiiiiiiiiiiiii e aens as of October 1

The appropriate revision date is printed on the cover of each volume.
LEGAL STATUS

The contents of the Federal Register are required to be judicially noticed (44
U.S.C. 1507). The Code of Federal Regulations is prima facie evidence of the text
of the original documents (44 U.S.C. 1510).

HOW TO USE THE CODE OF FEDERAL REGULATIONS

The Code of Federal Regulations is kept up to date by the individual issues
of the Federal Register. These two publications must be used together to deter-
mine the latest version of any given rule.

To determine whether a Code volume has been amended since its revision date
(in this case, April 1, 2017), consult the ‘‘List of CFR Sections Affected (LSA),”
which is issued monthly, and the ‘“‘Cumulative List of Parts Affected,”” which
appears in the Reader Aids section of the daily Federal Register. These two lists
will identify the Federal Register page number of the latest amendment of any
given rule.

EFFECTIVE AND EXPIRATION DATES

Each volume of the Code contains amendments published in the Federal Reg-
ister since the last revision of that volume of the Code. Source citations for
the regulations are referred to by volume number and page number of the Federal
Register and date of publication. Publication dates and effective dates are usu-
ally not the same and care must be exercised by the user in determining the
actual effective date. In instances where the effective date is beyond the cut-
off date for the Code a note has been inserted to reflect the future effective
date. In those instances where a regulation published in the Federal Register
states a date certain for expiration, an appropriate note will be inserted following
the text.

OMB CONTROL NUMBERS
The Paperwork Reduction Act of 1980 (Pub. L. 96-511) requires Federal agencies
to display an OMB control number with their information collection request.
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Many agencies have begun publishing numerous OMB control numbers as amend-
ments to existing regulations in the CFR. These OMB numbers are placed as
close as possible to the applicable recordkeeping or reporting requirements.

PAST PROVISIONS OF THE CODE

Provisions of the Code that are no longer in force and effect as of the revision
date stated on the cover of each volume are not carried. Code users may find
the text of provisions in effect on any given date in the past by using the appro-
priate List of CFR Sections Affected (LLSA). For the convenience of the reader,
a “List of CFR Sections Affected” is published at the end of each CFR volume.
For changes to the Code prior to the LSA listings at the end of the volume,
consult previous annual editions of the LSA. For changes to the Code prior to
2001, consult the List of CFR Sections Affected compilations, published for 1949-
1963, 1964-1972, 1973-1985, and 1986-2000.

“[RESERVED]”’ TERMINOLOGY

The term ‘‘[Reserved]’’ is used as a place holder within the Code of Federal
Regulations. An agency may add regulatory information at a ‘‘[Reserved]”’ loca-
tion at any time. Occasionally ‘‘[Reserved]’’ is used editorially to indicate that
a portion of the CFR was left vacant and not accidentally dropped due to a print-
ing or computer error.

INCORPORATION BY REFERENCE

What is incorporation by reference? Incorporation by reference was established
by statute and allows Federal agencies to meet the requirement to publish regu-
lations in the Federal Register by referring to materials already published else-
where. For an incorporation to be valid, the Director of the Federal Register
must approve it. The legal effect of incorporation by reference is that the mate-
rial is treated as if it were published in full in the Federal Register (6 U.S.C.
562(a)). This material, like any other properly issued regulation, has the force
of law.

What is a proper incorporation by reference? The Director of the Federal Register
will approve an incorporation by reference only when the requirements of 1 CFR
part 51 are met. Some of the elements on which approval is based are:

(a) The incorporation will substantially reduce the volume of material pub-
lished in the Federal Register.

(b) The matter incorporated is in fact available to the extent necessary to
afford fairness and uniformity in the administrative process.

(¢c) The incorporating document is drafted and submitted for publication in
accordance with 1 CFR part 51.

What if the material incorporated by reference cannot be found? If you have any
problem locating or obtaining a copy of material listed as an approved incorpora-
tion by reference, please contact the agency that issued the regulation containing
that incorporation. If, after contacting the agency, you find the material is not
available, please notify the Director of the Federal Register, National Archives
and Records Administration, 8601 Adelphi Road, College Park, MD 20740-6001, or
call 202-741-6010.

CFR INDEXES AND TABULAR GUIDES

A subject index to the Code of Federal Regulations is contained in a separate
volume, revised annually as of January 1, entitled CFR INDEX AND FINDING AIDS.
This volume contains the Parallel Table of Authorities and Rules. A list of CFR
titles, chapters, subchapters, and parts and an alphabetical list of agencies pub-
lishing in the CFR are also included in this volume.
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An index to the text of ‘““Title 3—The President’ is carried within that volume.

The Federal Register Index is issued monthly in cumulative form. This index
is based on a consolidation of the ‘“‘Contents’ entries in the daily Federal Reg-
ister.

A List of CFR Sections Affected (ILSA) is published monthly, keyed to the
revision dates of the 50 CFR titles.

REPUBLICATION OF MATERIAL

There are no restrictions on the republication of material appearing in the
Code of Federal Regulations.

INQUIRIES

For a legal interpretation or explanation of any regulation in this volume,
contact the issuing agency. The issuing agency’s name appears at the top of
odd-numbered pages.

For inquiries concerning CFR reference assistance, call 202-741-6000 or write
to the Director, Office of the Federal Register, National Archives and Records
Administration, 8601 Adelphi Road, College Park, MD 20740-6001 or e-mail
fedreg.info@nara.gov.

SALES

The Government Publishing Office (GPO) processes all sales and distribution
of the CFR. For payment by credit card, call toll-free, 866-512-1800, or DC area,
202-512-1800, M-F 8 a.m. to 4 p.m. e.s.t. or fax your order to 202-512-2104, 24 hours
a day. For payment by check, write to: US Government Publishing Office — New
Orders, P.O. Box 979050, St. Louis, MO 63197-9000.

ELECTRONIC SERVICES

The full text of the Code of Federal Regulations, the LSA (List of CFR Sections
Affected), The United States Government Manual, the Federal Register, Public
Laws, Public Papers of the Presidents of the United States, Compilation of Presi-
dential Documents and the Privacy Act Compilation are available in electronic
format via www.ofr.gov. For more information, contact the GPO Customer Con-
tact Center, U.S. Government Publishing Office. Phone 202-512-1800, or 866-512-
1800 (toll-free). E-mail, ContactCenter@gpo.gov.

The Office of the Federal Register also offers a free service on the National
Archives and Records Administration’s (NARA) World Wide Web site for public
law numbers, Federal Register finding aids, and related information. Connect
to NARA’s web site at www.archives.gov/federal-register.

The e-CFR is a regularly updated, unofficial editorial compilation of CFR ma-
terial and Federal Register amendments, produced by the Office of the Federal
Register and the Government Publishing Office. It is available at www.ecfr.gov.

OLIVER A. POTTS,

Director,

Office of the Federal Register.
April 1, 2017.
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THIS TITLE

Title 26—INTERNAL REVENUE is composed of twenty-two volumes. The contents
of these volumes represent all current regulations issued by the Internal Revenue
Service, Department of the Treasury, as of April 1, 2017. The first fifteen volumes
comprise part 1 (Subchapter A—Income Tax) and are arranged by sections as
follows: §§1.0-1.60; §§1.61-1.139; §§1.140-1.169; §§1.170-1.300; §§1.301-1.400; §§1.401-1.409;
§81.410-1.440; §§1.441-1.500; §§1.501-1.640; §§1.641-1.850; §§1.851-1.907; §§1.908-1.1000;
§§1.1001-1.1400; §§1.1401-1.1550; and §1.1551 to end of part 1. The sixteenth volume
containing parts 2-29, includes the remainder of subchapter A and all of Sub-
chapter B—Estate and Gift Taxes. The last six volumes contain parts 30-39 (Sub-
chapter C—Employment Taxes and Collection of Income Tax at Source); parts
40-49; parts 50-299 (Subchapter D—Miscellaneous Excise Taxes); parts 300-499 (Sub-
chapter F—Procedure and Administration); parts 500-599 (Subchapter G—Regula-
tions under Tax Conventions); and part 600 to end (Subchapter H—Internal Rev-
enue Practice).

The OMB control numbers for Title 26 appear in §602.101 of this chapter. For
the convenience of the user, §602.101 appears in the Finding Aids section of the
volumes containing parts 1 to 599.

For this volume, Bonnie Fritts was Chief Editor. The Code of Federal Regula-
tions publication program is under the direction of John Hyrum Martinez, as-
sisted by Stephen J. Frattini.
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Title 26—Internal
Revenue

(This book contains part 1, §§1.1401 to 1.1550)

Part

CHAPTER I—Internal Revenue Service, Department of the
Treasury (Continued) ....c.oovvvviiiiiiii e 1






CHAPTER I—INTERNAL REVENUE SERVICE,
DEPARTMENT OF THE TREASURY (CONTINUED)

EDITORIAL NOTE: IRS published a document at 45 FR 6088, January 25, 1980, deleting statu-
tory sections from their regulations. In Chapter I cross references to the deleted material
have been changed to the corresponding sections of the IRS Code of 1954 or to the appropriate
regulations sections. When either such change produced a redundancy, the cross reference has
been deleted. For further explanation, see 45 FR 20795, Mar. 31, 1980.

SUBCHAPTER A—INCOME TAX (CONTINUED)

Part Page
1 Income taxes (Continued) ......cooviviiiiiiiiiiiiiiiiiininn... 5

SUPPLEMENTARY PUBLICATIONS: Internal Revenue Service Looseleaf Regulations System.
Additional supplementary publications are issued covering Alcohol and Tobacco Tax Regula-
tions, and Regulations Under Tax Conventions.






SUBCHAPTER A—INCOME TAX (CONTINUED)

PART 1—INCOME TAXES
(CONTINUED)

TAX ON SELF-EMPLOYMENT INCOME

Sec.

1.1401-1 Tax on self-employment income.

1.1402(a)-1 Definition of net earnings from
self-employment.

1.1402(a)-2 Computation
from self-employment.

1.1402(a)-3 Special rules for computing net
earnings from self-employment.

1.1402(a)-4 Rentals from real estate.

1.1402(a)-5 Dividends and interest.

1.1402(a)-6 Gain or loss from disposition of
property.

1.1402(a)-7 Net operating loss deduction.

1.1402(a)-8 Community income.

1.1402(a)-9 Puerto Rico.

1.1402(a)-10 Personal exemption deduction.

1.1402(a)-11 Ministers and members of reli-
gious orders.

1.1402(a)-12 Continental shelf and certain
possessions of the United States.

1.1402(a)-13 Income from agricultural activ-
ity.

1.1402(a)-14 Options available to farmers in
computing net earnings from self-em-
ployment for taxable years ending after
1954 and before December 31, 1956.

1.1402(a)-15 Options available to farmers in
computing net earnings from self-em-
ployment for taxable years ending on or
after December 31, 1956.

1.1402(a)-16 Exercise of option.

1.1402(a)-17 Retirement payments to retired
partners.

1.1402(a)-18 Split-dollar life
rangements.

1.1402(b)-1 Self-employment income.

1.1402(c)-1 Trade or business.

1.1402(c)-2 Public office.

1.1402(c)-3 Employees.

1.1402(c)-4 Individuals under Railroad Re-
tirement System.

1.1402(c)-6 Ministers and members of reli-
gious orders.

1.1402(c)-6 Members of certain professions.

1.1402(c)-7 Members of religious groups op-
posed to insurance.

1.1402(d)-1 Employee and wages.

1.1402(e)-1A Application of
under section 1402(e).

1.1402(e)-2A Ministers, members of religious
orders and Christian Science practi-
tioners; application for exemption from
self-employment tax.

1.1402(e)-3A Time limitation for filing appli-
cation for exemption.

1.1402(e)-4A Period for which exemption is
effective.

of net earnings

insurance ar-

regulations

1.1402(e)-bA Applications for exemption
from self-employment taxes filed after
December 31, 1986, by ministers, certain
members of religious orders, and Chris-
tian Science practitioners.

1.1402(e)(1)-1 Election by ministers, mem-
bers of religious orders, and Christian
Science practitioners for self-employ-
ment coverage.

1.1402(e)(2)-1 Time limitation for
waiver certificate.

1.1402(e)(3)-1 Effective date of waiver cer-
tificate.

1.1402(e)(4)-1 Treatment of certain remu-
neration paid in 1955 and 1956 as wages.

1.1402(e)(5)-1 Optional provision for certain
certificates filed before April 15, 1962.

1.1402(e)(56)-2 Optional provisions for certain
certificates filed on or before April 17,
1967.

1.1402(e)(6)-1 Certificates filed by fiduciaries
or survivors on or before April 15, 1962.

1.1402(f)-1 Computation of partner’s net
earnings from self-employment for tax-
able year which ends as result of his
death.

1.1402(g)-1 Treatment of certain remunera-
tion erroneously reported as net earnings
from self-employment.

1.1402(h)-1 Members of certain
groups opposed to insurance.

1.1403-1 Cross references.

filing

religious

NET INVESTMENT INCOME TAX

§1.1411-0 Table of contents of provisions ap-
plicable to section 1411.

1.1411-1 General rules.

1.1411-2 Application to individuals.

1.1411-3 Application to estates and trusts.

1.1411-4 Definition of net investment in-
come.

1.1411-5 Trades or businesses to which tax
applies.

1.1411-6 Income on investment of working
capital subject to tax.

1.1411-7 [Reserved]

1.1411-8 Exception for distributions from
qualified plans.

1.1411-9 Exception for self-employment in-
come.

1.1411-10 Controlled foreign corporations
and passive foreign investment compa-
nies.

WITHHOLDING OF TAX ON NONRESIDENT ALIENS
AND FOREIGN CORPORATIONS AND TAX-FREE
COVENANT BONDS

NONRESIDENT ALIENS AND FOREIGN
CORPORATIONS

1.1441-0 Outline of regulation provisions for
section 1441.



Pt. 1

1.1441-1 Requirement for the deduction and
withholding of tax on payments to for-
eign persons.

1.1441-1T Requirement for the deduction
and withholding of tax on payments to
foreign persons (temporary).

1.1441-2 Amounts subject to withholding.

1.1441-2T Amounts subject to withholding
(temporary).

1.1441-3 Determination of amounts to be
withheld.

1.1441-4 Exemptions from withholding for
certain effectively connected income and
other amounts.

1.1441-5 Withholding on payments to part-
nerships, trusts, and estates.

1.1441-6 Claim of reduced withholding under
an income tax treaty.

1.1441-6T Claim of reduced withholding
under an income tax treaty (temporary).

1.1441-7 General provisions relating to with-
holding agents.

1.1441-7T General provisions relating to
withholding agents (temporary).

1.1441-8 Exemption from withholding for
payments to foreign governments, inter-
national organizations, foreign central
banks of issue, and the Bank for Inter-
national Settlements.

1.1441-9 Exemption from withholding on ex-
empt income of a foreign tax-exempt or-
ganization, including foreign private
foundations.

1.1441-10 Withholding agents with respect to
fact-pay arrangements.

1.1442-1 Withholding of tax on foreign cor-
porations.

1.1442-2 Exemption under a tax treaty.

1.1442-3 Tax exempt income of a foreign tax-
exempt corporation.

1.1443-1 Foreign tax-exempt organizations.

1.1445-1 Withholding on dispositions of U.S.
real property interests by foreign per-
sons: In general.

1.1445-2 Situations in which withholding is
not required under section 1445(a).

1.1445-3 Adjustments to amount required to
be withheld pursuant to withholding cer-
tificate.

1.1445-4 Liability of agents.

1.1445-5 Special rules concerning distribu-
tions and other transactions by corpora-
tions, partnerships, trusts, and estates.

1.1445-6 Adjustments pursuant to with-
holding certificate of amount required to
be withheld under section 1445(e).

1.1445-7 Treatment of foreign corporation
that has made an election under section
897(i) to be treated as a domestic cor-
poration.

1.1445-8 Special rules regarding publicly
traded partnerships, publicly traded
trusts and real estate investment trusts
(REITS).

1.1445-10T Special rule for Foreign govern-
ments (temporary).

26 CFR Ch. | (4-1-17 Edition)

1.1445-11T Special rules requiring with-
holding under §1.1445-5 (temporary).

1.1446-0 Table of contents.

1.1446-1 Withholding tax on foreign part-
ners’ share of effectively connected tax-
able income.

1.1446-2 Determining a partnership’s effec-
tively connected taxable income allo-
cable to foreign partners under section
704.

1.1446-3 Time and manner of calculating
and paying over the 1446 tax.

1.1446-4 Publicly traded partnerships.

1.1446-5 Tiered partnership structures.

1.1446-6 Special rules to reduce a partner-
ship’s 1446 tax with respect to a foreign
partner’s allocable share of effectively
connected taxable income.

1.1446-7 Effective/Applicability date.

TAX-FREE COVENANT BONDS

1.1451-1 Tax-free covenant bonds issued be-
fore January 1, 1934.

1.1451-2 Exemptions from withholding under
section 1451.

APPLICATION OF WITHHOLDING
PROVISIONS

1.1461-1 Payment and returns of tax with-
held.

1.1461-2 Adjustments for overwithholding or
underwithholding of tax.

1.1461-3 Withholding under section 1446.

1.1462-1 Withheld tax as credit to recipient
of income.

1.1463-1 Tax paid by recipient of income.

1.1464-1 Refunds or credits.

INFORMATION REPORTING BY FOREIGN
FINANCIAL INSTITUTIONS

1.1471-0 Owutline of regulation provisions for
sections 1471 through 1474.

1.1471-1 Scope of chapter 4 and definitions.

1.1471-1T Scope of chapter 4 and definitions
(temporary).

1.1471-2 Requirement to deduct and with-
hold tax on withholdable payments to
certain FFIs.

1.1471-3 Identification of payee.

1.1471-3T Identification of payee
porary).

1.1471-4 FFI agreement.

1.1471-4T FFI agreement (temporary).

1.1471-5 Definitions applicable to section
1471.

1.1471-6 Payments beneficially owned by ex-
empt beneficial owners.

1.1472-1 Withholding on NFFEs.

1.1473-1 Section 1473 definitions.

1.1474-1 Liability for withheld tax and with-
holding agent reporting.

1.1474-1T Liability for withheld tax and
withholding agent reporting (temporary).

1.1474-2 Adjustments for overwithholding or
underwithholding of tax.

(tem-
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1.1474-3 Withheld tax as credit to beneficial
owner of income.

1.1474-4 Tax paid only once.

1.1474-5 Refunds or credits.

1.1474-6 Coordination of chapter 4 with
other withholding provisions.

1.1474-7 Confidentiality of information.

MITIGATION OF EFFECT OF RENEGOTI-
ATION OF GOVERNMENT CONTRACTS

1.1481-1 [Reserved]

TAX ON TRANSFERS T0O AVOID INCOME TAX

1.1491-1
1.1492-1
1.1493-1
1.1494-1

tax.
1.1494-2

Imposition of tax.

Nontaxable transfers.

Definition of foreign trust.

Returns; payment and collection of

Effective date.
CONSOLIDATED RETURNS
RETURNS AND PAYMENT OF TAX

Consolidated Return Regulations

Effective dates.
Definitions.

1.1502-0
1.1502-1

CONSOLIDATED TAX LIABILITY

1.1502-2
1.1502-3
1.1502-4
1.1502-5

Computation of tax liability.

Consolidated tax credits.

Consolidated foreign tax credit.

Estimated tax.

1.1502-6 Liability for tax.

1.1502-9 Consolidated overall foreign losses,
separate limitation losses, and overall
domestic losses.

COMPUTATION OF CONSOLIDATED TAXABLE
INCOME

1.1502-11 Consolidated taxable income.

COMPUTATION OF SEPARATE TAXABLE INCOME

1.1502-12 Separate taxable income.
1.1502-13 Intercompany transactions.
1.1502-15 SRLY limitation on built-in
losses.
1.1502-16
1.1502-17
1.1502-18
1.1502-19

Mine exploration expenditures.
Methods of accounting.
Inventory adjustment.

Excess loss accounts.

COMPUTATION OF CONSOLIDATED ITEMS

1.1502-21 Net operating losses.

1.1502-21T Net operating losses (temporary).

1.1502-22 Consolidated capital gain and loss.

1.1502-23 Consolidated net section 1231 gain
or loss.

1.1502-24 Consolidated charitable contribu-
tions deduction.

1.1502-26 Consolidated dividends
deduction.

1.1502-27 Consolidated section 247 deduction.

1.1502-28 Consolidated section 108.

received
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BASIS, STOCK OWNERSHIP, AND EARNINGS AND
PROFITS RULES

1.1502-30 Stock basis after certain tri-
angular reorganizations.

1.1502-31 Stock basis after a group structure
change.

1.1502-32 Investment adjustments.

1.1502-33 Earnings and profits.

1.1502-34 Special aggregate stock ownership
rules.

1.1502-35 Transfers of subsidiary stock and
deconsolidations of subsidiaries.

1.1502-36 Unified loss rule.

SPECIAL TAXES AND TAXPAYERS
1.1502-42 Mutual savings banks, etc.

1.1502-43 Consolidated accumulated earn-
ings tax.
1.1502-44 Percentage depletion for inde-

pendent producers and royalty owners.
1.1502-47 Consolidated returns by life-
nonlife groups.
1.1502-55 Computation of alternative min-
imum tax of consolidated groups.

ADMINISTRATIVE PROVISIONS AND OTHER
RULES

1.1502-75

1.1502-76

1.1502-77

1.1502-78

1.1502-79

1.1502-80
law.

1.1502-81T Alaska Native Corporations.

1.1502-90 Table of contents.

1.1502-91 Application of section 382 with re-
spect to a consolidated group.

1.1502-92 Ownership change of a loss group
or a loss subgroup.

1.1502-93 Consolidated section 382 limitation
(or subgroup section 382 limitation).

1.1502-94 Coordination with section 382 and
the regulations thereunder when a cor-
poration becomes a member of a consoli-
dated group.

1.1502-95 Rules on ceasing to be a member of
a consolidated group (or loss subgroup).

1.1502-96 Miscellaneous rules.

1.1502-97 Special rules under section 382 for
members under the jurisdiction of a
court in a title 11 similar case. [Re-
served]

1.1502-98 Coordination with section 383.

1.1502-99 Effective/applicability dates.

1.1502-100 Corporations exempt from tax.

1.1503-1 Computation and payment of tax.

1.1503-2 Dual consolidated loss.

1.1503(d)-0 Table of contents.

1.1503(d)-1 Definitions and special rules for
filings under section 1503(d).

1.1503(d)-2 Domestic use.

1.1503(d)-3 Foreign use.

1.1503(d)>-4 Domestic use limitation and re-
lated operating rules.

Filing of consolidated returns.
Taxable year of members of group.
Agent for the group.

Tentative carryback adjustments.
Separate return years.
Applicability of other provisions of
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1.1503(d)-5 Attribution of items and basis
adjustments.

1.1503(d)-6 Exceptions to the domestic use
limitation rule.

1.1503(d)-7 Examples.

1.1503(d)-8 Effective dates.

1.1504-0 Outline of provisions.

1.1504-1 Definitions.

1.1504-2—1.1504-3 [Reserved]

1.1504-4 Treatment of warrants, options,
convertible obligations, and other simi-
lar interests.

REGULATIONS APPLICABLE FOR TAX YEARS
FOR WHICH A RETURN IS DUE ON OR BEFORE
AUGUST 11, 1999

1.1502-9A Applications of overall foreign
loss recapture rules to corporations fil-
ing consolidated returns due on or before
August 11, 1999.

REGULATIONS APPLICABLE TO TAXABLE YEARS
BEFORE JANUARY 1, 1997

1.1502-15A Limitations on the allowance of
built-in deductions for consolidated re-
turn years beginning before January 1,
1997.

1.1502-21A Consolidated net operating loss
deduction generally applicable for con-
solidated return years beginning before
January 1, 1997.

1.1502-22A Consolidated net capital gain or
loss generally applicable for consolidated
return years beginning before January 1,
1997.

1.1502-23A Consolidated net section 1231
gain or loss generally applicable for con-
solidated return years beginning before
January 1, 1997.

1.1502-41A Determination of consolidated
net long-term capital gain and consoli-
dated net short-term capital loss gen-
erally applicable for consolidated return
years beginning before January 1, 1997.

REGULATIONS APPLICABLE TO TAX-
ABLE YEARS BEGINNING BEFORE JUNE
28, 2002

1.1502-77A Common parent agent for sub-
sidiaries applicable for consolidated re-
turn years beginning before June 28, 2002.

REGULATIONS APPLICABLE TO TAXABLE YEARS
BEGINNING ON OR AFTER JUNE 28, 2002, AND
BEFORE APRIL 1, 2015

1.1502-77B Agent for the group applicable
for consolidated return years beginning
on or after June 28, 2002, and before April
1, 2015.

REGULATIONS APPLICABLE TO TAX-
ABLE YEARS BEFORE JANUARY 1, 1997

1.1502-79A Separate return years generally
applicable for consolidated return years
beginning before January 1, 1997.
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REGULATIONS APPLYING SECTION 382
WITH RESPECT TO TESTING DATES
(AND CORPORATIONS JOINING OR
LEAVING CONSOLIDATED GROUPS) BE-
FORE JUNE 25, 1999

1.1502-90A Table of contents.

1.1502-91A Application of section 382 with
respect to a consolidated group generally
applicable for testing dates before June
25, 1999.

1.1502-92A Ownership change of a loss group
or a loss subgroup generally applicable
for testing dates before June 25, 1999.

1.1502-93A Consolidated section 382 limita-
tion (or subgroup section 382 limitation)
generally applicable for testing dates be-
fore June 25, 1999.

1.1502-94A Coordination with section 382 and
the regulations thereunder when a cor-
poration becomes a member of a consoli-
dated group generally applicable for cor-
porations becoming members of a group
before June 25, 1999.

1.1502-95A Rules on ceasing to be a member
of a consolidated group generally appli-
cable for corporations ceasing to be
members before June 25, 1999.

1.1502-96 A Miscellaneous rules generally ap-
plicable for testing dates before June 25,
1999.

1.1502-97A Special rules under section 382
for members under the jurisdiction of a
court in a title 11 similar case. [Re-
served]

1.1502-98A Coordination with section 383
generally applicable for testing dates (or
members joining or leaving a group) be-
fore June 25, 1999.

1.1502-99A Effective dates.

DUAL CONSOLIDATED LOSSES  IN-
CURRED IN TAXABLE YEARS BEGIN-
NING BEFORE OCTOBER 1, 1992

AUTHORITY: 26 U.S.C. 7805, unless otherwise
noted.

Section 1.1402 (e)-5T also is issued under 26
U.S.C. 1402(e)(1) and (2).

Section 1.1441-2 also issued under 26 U.S.C.
1441(c)(4) and 26 U.S.C. 3401(a)(6).

Section 1.1441-3 also issued under 26 U.S.C.
1441(c)(4), 26 U.S.C. 3401(a)(6) and 26 U.S.C.
7701(1).

Section 1.1441-4 also issued under 26 U.S.C.
1441(c)(4) and 26 U.S.C. 3401(a)(6).

Section 1.1441-5 also issued under 26 U.S.C.
1441(c)(4), 26 U.S.C. 3401(a)(6) and 26 U.S.C.
7701(b)(11).

Section 1.1441-6 also issued under 26 U.S.C.
1441(c)(4) and 26 U.S.C. 3401(a)(6).

Section 1.1441-7 also issued under 26 U.S.C.
1441(c)(4), 26 U.S.C. 3401(a)(6) and 26 U.S.C.
7701(1).

Section 1.1443-1 also issued under 26 U.S.C.
1443(a).

Section 1.1445-5 also issued under 26 U.S.C.
1445(e)(6).
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Section 1.1445-8 also
1445(e)(6).

Section 1.1461-1 also
1441(c)(4) and 26 U.S.C.
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Section 1.1471-1 is
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Section 1.1472-1 is
U.S.C. 1472

Section 1.1473-1 is
U.S.C. 1473

Section 1.1474-1 is
U.S.C. 1474

Section 1.1474-2 is
U.S.C. 1474

Section 1.1474-3 is
U.S.C. 1474

Section 1.1474-4 is
U.S.C. 1474

Section 1.1474-5 is
U.S.C. 1474

Section 1.1474-6 is
U.S.C. 1474

Section 1.1474-7 is
U.S.C. 1474

Section 1.1502-0 also
1502.

Section 1.1502-1 also
1502.

Section 1.1502-2 also
1502.

Section 1.1502-3 also
1502.

Section 1.1502—4 also
1502.

Section 1.1502-9 also
1502.

issued under 26 U.S.C.
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3401(a)(6).
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Section 1.1502-11 also issued under 26 U.S.C.

1502.

Section 1.1502-12 also issued under 26 U.S.C.

1502.

Section 1.1502-13 also issued under 26 U.S.C.

1502.

Section 1.1502-15 also issued under 26 U.S.C.

1502.

Section 1.1502-17 also issued under 26 U.S.C.

446 and 1502.

Section 1.1502-18 also issued under 26 U.S.C.

1502.

Section 1.1502-19 also issued under 26 U.S.C.

301, 1502, and 1503.

Section 1.1502-20 also issued under 26 U.S.C.

337(d) and 1502.
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Section 1.1502-20T also issued under 26
U.S.C. 337(d) and 1502.

Section 1.1502-21 also issued under 26 U.S.C.
1502 and 6402(1).

Section 1.1502-21(b)(1) and (b)(3)(v) also
issued under 26 U.S.C. 1502.

Section 1.1502-21T also issued under 26
U.S.C. 1502.

Section 1.1502-21T(b)(1) and (b)(3)(v) also
issued under 26 U.S.C. 1502.

Section 1.1502-22 also issued under 26 U.S.C.
1502.

Section 1.1502-23 also issued under 26 U.S.C.
1502.

Section 1.1502-26 also issued under 26 U.S.C.
1502.

Section 1.1502-28 also issued under 26 U.S.C.
1502.

Section 1.1502-30 also issued under 26 U.S.C.
1502.

Section 1.1502-31 also issued under 26 U.S.C.
1502.

Section 1.1502-32 also issued under 26 U.S.C.
301, 1502, and 1503.

Section 1.1502-32 also issued under 26 U.S.C.
1502.

Section 1.1502-32(a)(2), (b)(3)(1ii)(C),
(b)(3)(iii)(D), and (b)(4)(vi) also issued under
26 U.S.C. 1502.

Section 1.1502-32T also issued under 26
U.S.C. 1502.

Section 1.1502-33 also issued under 26 U.S.C.
1502.

Section 1.1502-34 also issued under 26 U.S.C.
1502.

Section 1.1502-35 also issued under 26 U.S.C.
1502.

Section 1.1502-35T also issued under 26
U.S.C. 1502.

Section 1.1502-36 also issued under 26 U.S.C.
1502.

Section 1.1502-36 also issued under 26 U.S.C.
337(d).

Section 1.1502-43 also issued under 26 U.S.C.
1502.

Section 1.1502-47 also issued under 26 U.S.C.
1502, 1503(c) and 1504(c).

Section 1.1502-55 also issued under 26 U.S.C.
1502.

Section 1.1502-75 also issued under 26 U.S.C.
1502.

Section 1.1502-76 also issued under 26 U.S.C.
1502.

Section 1.1502-77 also issued under 26 U.S.C.
1502 and 6402(j).

Section 1.1502-78 also issued under 26 U.S.C.
1502, 6402(j), and 6411(c).

Section 1.1502-79 also issued under 26 U.S.C.
1502.

Section 1.1502-80 also issued under 26 U.S.C.
1502.

Section 1.1502-81T also issued under 26
U.S.C. 1502.

Section 1.1502-91 also issued under 26 U.S.C.
382(m) and 26 U.S.C. 1502.

Section 1.1502-92 also issued under 26 U.S.C.
382(m) and 26 U.S.C. 1502.
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Section 1.1502-93 also issued under 26 U.S.C.
382(m) and 26 U.S.C. 1502.

Section 1.1502-94 also issued under 26 U.S.C.
382(m) and 26 U.S.C. 1502.

Section 1.1502-95 also issued under 26 U.S.C.
382(m) and 26 U.S.C. 1502.

Section 1.1502-96 also issued under 26 U.S.C.
382(m) and 26 U.S.C. 1502.

Section 1.1502-98 also issued under 26 U.S.C.
382(m) and 26 U.S.C. 1502.

Section 1.1502-99 also issued under 26 U.S.C.
382(m) and 26 U.S.C. 1502.

Section 1.1503-2 also issued under 26 U.S.C.
1502.

Section 1.1503(d) also issued under 26 U.S.C.
953(d) and 26 U.S.C. 1502.

Section 1.1503-2T also
U.S.C. 1503(d).

Section 1.1504-4 also issued under 26 U.S.C.
1504(a)(5).

Section 1.1502-9A also
U.S.C. 1502.

Section 1.1502-15A also
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Section 1.1502-21A
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Section 1.1502-96A also issued
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SOURCE: Sections 1.1401-1 through 1.1403-1
contained in T.D. 6691, 28 FR 12796, Dec. 3,
1963, unless otherwise noted.
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TAX ON SELF-EMPLOYMENT
INCOME

§1.1401-1 Tax on self-employment in-
come.

(a) There is imposed, in addition to

other taxes, a tax upon the self-em-

ployment income of every individual at
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the rates prescribed in section 1401(a)
(old-age, survivors, and disability in-
surance) and (b) (hospital insurance).
(See subparagraphs (1) and (2) of para-
graph (b) of this section.) This tax shall
be levied, assessed, and collected as
part of the income tax imposed by sub-
title A of the Code and, except as oth-
erwise expressly provided, will be in-
cluded with the tax imposed by section
1 or 3 in computing any deficiency or
overpayment and in computing the in-
terest and additions to any deficiency,
overpayment, or tax. Since the tax on
self-employment income is part of the
income tax, it is subject to the juris-
diction of the Tax Court of the United
States to the same extent and in the
same manner as the other taxes under
subtitle A of the Code. Furthermore,
with respect to taxable years beginning
after December 31, 1966, this tax must
be taken into account in computing
any estimate of the taxes required to
be declared under section 6015.

(b) The rates of tax on self-employ-
ment income are as follows (these reg-
ulations do not reflect off-Code revi-
sions to the following rates):

(1) For Old-age, Survivors, and Dis-
ability Insurance:

Taxable year Percent
Beginning after December 31, 1983 and before
January 1, 1988 ... 11.40
Beginning after Dece
January 1, 1990 12.12
Beginning after December 31, 1989 12.40
(2)(i) For Hospital Insurance:
Taxable year Percent
Beginning after December 31, 1983 and before
January 1, 1985 ..o 2.60
Beginning after December 31, 1984 and before
January 1, 1986 2.70
Beginning after December 31, 1985 2.90
(ii) For Additional Medicare Tax:
Taxable year Percent
Beginning after December 31, 2012 .................... 0.9

(¢c) In general, self-employment in-
come consists of the net earnings de-
rived by an individual (other than a
nonresident alien) from a trade or busi-
ness carried on by him as sole propri-
etor or by a partnership of which he is
a member, including the net earnings
of certain employees as set forth in
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§1.1402(c)-3, and of crew leaders, as de-
fined in section 3121(0) (see such sec-
tion and the regulations thereunder in
part 31 of this chapter (Employment
Tax Regulations)). See, however, the
exclusions, exceptions, and limitations
set forth in §§1.1402(a)-1 through
1.1402(h)-1.

(d) Special rules regarding Additional
Medicare Tax. (1) General rule. An indi-
vidual is liable for Additional Medicare
Tax to the extent that his or her self-
employment income exceeds the fol-
lowing threshold amounts.

Filling status Threshold
Married individual filing a joint return $250,000
Married individual filing a separate return . 125,000
Any other case 200,000

NOTE: These threshold amounts are
specified under section 1401(b)(2)(A).

(2) Coordination with Federal Insur-
ance Contributions Act. (i) General rule.
Under section 1401(b)(2)(B), the applica-
ble threshold specified under section
1401(b)(2)(A) is reduced (but not below
zero) by the amount of wages (as de-
fined in section 3121(a)) taken into ac-
count in determining Additional Medi-
care Tax under section 3101(b)(2) with
respect to the taxpayer. This rule does
not apply to Railroad Retirement Tax
Act (RRTA) compensation (as defined
in section 3231(e)).

(ii) Examples. The rules provided in
paragraph (d)(2)(i) of this section are il-
lustrated by the following examples:

Example 1. A, a single filer, has $130,000 in
self-employment income and $0 in wages. A
is not liable to pay Additional Medicare Tax.

Example 2. B, a single filer, has $220,000 in
self-employment income and $0 in wages. B
is liable to pay Additional Medicare Tax on
$20,000 ($220,000 in self-employment income
minus the threshold of $200,000).

Example 3. C, a single filer, has $145,000 in
self-employment income and $130,000 in
wages. C’s wages are not in excess of $200,000
so C’s employer did not withhold Additional
Medicare Tax. However, the $130,000 of wages
reduces the self-employment income thresh-
old to $70,000 ($200,000 threshold minus the
$130,000 of wages). C is liable to pay Addi-
tional Medicare Tax on $75,000 of self-em-
ployment income ($145,000 in self-employ-
ment income minus the reduced threshold of
$70,000).

Example 4. E, who is married and files a
joint return, has $140,000 in self-employment
income. F, E’s spouse, has $130,000 in wages.
F’s wages are not in excess of $200,000 so F’s
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employer did not withhold Additional Medi-
care Tax. However, the $130,000 of F’s wages
reduces E’s self-employment income thresh-
old to $120,000 ($250,000 threshold minus the
$130,000 of wages). E and F are liable to pay
Additional Medicare Tax on $20,000 of E’s
self-employment income ($140,000 in self-em-
ployment income minus the reduced thresh-
old of $120,000).

Example 5. D, who is married and files mar-
ried filing separately, has $150,000 in self-em-
ployment income and $200,000 in wages. D’s
wages are not in excess of $200,000 so D’s em-
ployer did not withhold Additional Medicare
Tax. However, the $200,000 of wages reduces
the self-employment income threshold to $0
($125,000 threshold minus the $200,000 of
wages). D is liable to pay Additional Medi-
care Tax on $75,000 of wages ($200,000 in
wages minus the $125,000 threshold for a mar-
ried filing separately return) and on $150,000
of self-employment income ($150,000 in self-
employment income minus the reduced
threshold of $0).

(e) Effective/applicability date. Para-
graphs (b) and (d) of this section apply
to quarters beginning on or after No-
vember 29, 2013.

[T.D. 6993, 34 FR 828, Jan. 18, 1969, as amend-
ed by T.D. 7333, 39 FR 44445, Dec. 24, 1974;
T.D. 9645, 78 FR 71471, Nov. 29, 2013]

§1.1402(a)-1 Definition of net earnings
from self-employment.

(a) Subject to the special rules set
forth in §§1.1402(a)-3 to 1.1402(a)-17, in-
clusive, and to the exclusions set forth
in §§1.1402(c)-2 to 1.1402(c)-17, inclusive,
the term ‘‘net earnings from self-em-
ployment’ means:

(1) The gross income derived by an
individual from any trade or business
carried on by such individual, less the
deductions allowed by chapter 1 of the
Code which are attributable to such
trade or business, plus

(2) His distributive share (whether or
not distributed), as determined under
section 704, of the income (or minus the
loss), described in section 702(a)(9) and
as computed under section 703, from
any trade or business carried on by any
partnership of which he is a member.

(b) Gross income derived by an indi-
vidual from a trade or business in-
cludes payments received by him from
a partnership of which he is a member
for services rendered to the partnership
or for the use of capital by the partner-
ship, to the extent the payments are
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determined without regard to the in-
come of the partnership. However, such
payments received from a partnership
not engaged in a trade or business
within the meaning of section 1402(c)
and §1.1402(c)-1 do not constitute gross
income derived by an individual from a
trade or business. See section 707(c)
and the regulations thereunder, relat-
ing to guaranteed payments to a mem-
ber of a partnership for services or the
use of capital. See also section 706(a)
and the regulations thereunder, relat-
ing to the taxable year of the partner
in which such guaranteed payments are
to be included in computing taxable in-
come.

(c) Gross income derived by an indi-
vidual from a trade or business in-
cludes gross income received (in the
case of an individual reporting income
on the cash receipts and disbursements
method) or accrued (in the case of an
individual reporting income on the ac-
crual method) in the taxable year from
a trade or business even though such
income may be attributable in whole or
in part to services rendered or other
acts performed in a prior taxable year
as to which the individual was not sub-
ject to the tax on self-employment in-
come.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 7333, 39 FR 44445, Dec. 24, 1974]

§1.1402(a)-2 Computation of net earn-
ings from self-employment.

(a) General rule. In general, the gross
income and deductions of an individual
attributable to a trade or business (in-
cluding a trade or business conducted
by an employee referred to in para-
graphs (b), (c), (d), or (e) of §1.1402(c)-3),
for the purpose of ascertaining his net
earnings from self-employment, are to
be determined by reference to the pro-
visions of law and regulations applica-
ble with respect to the taxes imposed
by sections 1 and 3. Thus, if an indi-
vidual uses the accrual method of ac-
counting in computing taxable income
from a trade or business for the pur-
pose of the tax imposed by section 1 or
3, he must use the same method in de-
termining net earnings from self-em-
ployment. Likewise, if a taxpayer en-
gaged in a trade or business of selling
property on the installment plan
elects, under the provisions of section
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453, to use the installment method in
computing income for purposes of the
tax under section 1 or 3, he must use
the same method in determining net
earnings from self-employment. In-
come which is excludable from gross
income under any provision of subtitle
A of the Internal Revenue Code is not
taken into account in determining net
earnings from self-employment except
as otherwise provided in §1.1402(a)-9,
relating to certain residents of Puerto
Rico, in §1.1402(a)-11, relating to min-
isters or members of religious orders,
and in §1.1402(a)-12, relating to the
term ‘‘possession of the United States”
as used for purposes of the tax on self-
employment income. Thus, in the case
of a citizen of the United States con-
ducting, in a foreign country, a trade
or business in which both personal
services and capital are material in-
come-producing factors, any part of the
income therefrom which is excluded
from gross income as earned income
under the provisions of section 911 and
the regulations thereunder is not taken
into account in determining net earn-
ings from self-employment.

(b) Trade or business carried on. The
trade or business must be carried on by
the individual, either personally or
through agents or employees. Accord-
ingly, income derived from a trade or
business carried on by an estate or
trust is not included in determining
the net earnings from self-employment
of the individual beneficiaries of such
estate or trust.

(c) Aggregate met earnings. Where an
individual is engaged in more than one
trade or business within the meaning
of section 1402(c) and §1.1402(c)-1, his
net earnings from self-employment
consist of the aggregate of the net in-
come and losses (computed subject to
the special rules provided in
§§1.1402(a)-1 to 1.1402(a)-17 inclusive) of
all such trades or businesses carried on
by him. Thus, a loss sustained in one
trade or business carried on by an indi-
vidual will operate to offset the income
derived by him from another trade or
business.

(d) Partnerships. The net earnings
from self-employment of an individual
include, in addition to the earnings
from a trade or business carried on by
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him, his distributive share of the in-
come or loss, described in section
702(a)(9), from any trade or business
carried on by each partnership of which
he is a member. An individual’s dis-
tributive share of such income or loss
of a partnership shall be determined as
provided in section 704, subject to the
special rules set forth in section 1402(a)
and in §§1.1402(a)-1 to 1.1402(a)-17, in-
clusive, and to the exclusions provided
in section 1402(c) and §§1.1402(c)-2 to
1.1402(c)-"7, inclusive. For provisions re-
lating to the computation of the tax-
able income of a partnership, see sec-
tion 703.

(e) Different taxable years. If the tax-
able year of a partner differs from that
of the partnership, the partner shall in-
clude, in computing net earnings from
self-employment, his distributive share
of the income or loss, described in sec-
tion 702(a)(9), of the partnership for its
taxable year ending with or within the
taxable year of the partner. For the
special rule in case of the termination
of a partner’s taxable year as result of
death, see §§1.1402(f) and 1.1402(f)-1.

(f) Meaning of partnerships. For the
purpose of determining net earnings
from self-employment, a partnership is
one which is recognized as such for in-
come tax purposes. For income tax pur-
poses, the term ‘‘partnership’ includes
not only a partnership as known at
common law, but, also a syndicate,
group, pool, joint venture, or other un-
incorporated organization which car-
ries on any trade or business, financial
operation, or venture, and which is not,
within the meaning of the Code, a
trust, estate, or a corporation. An or-
ganization described in the preceding
sentence shall be treated as a partner-
ship for purposes of the tax on self-em-
ployment income even though such or-
ganization has elected, pursuant to sec-
tion 1361 and the regulations there-
under, to be taxed as a domestic cor-
poration.

(g) Nature of partnership interest. The
net earnings from self-employment of a
partner include his distributive share
of the income or loss, described in sec-
tion 702(a)(9), of the partnership of
which he is a member, irrespective of
the nature of his membership. Thus, in
determining his net earnings from self-
employment, a limited or inactive
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partner includes his distributive share
of such partnership income or loss. In
the case of a partner who is a member
of a partnership with respect to which
an election has been made pursuant to
section 1361 and the regulations there-
under to be taxed as a domestic cor-
poration, net earnings from self-em-
ployment include his distributive share
of the income or loss, described in sec-
tion 702(a)(9), from the trade or busi-
ness carried on by the partnership com-
puted without regard to the fact that
the partnership has elected to be taxed
as a domestic corporation.

(h) Proprietorship tared as domestic
corporation. A proprietor of an unincor-
porated business enterprise with re-
spect to which an election has been
made pursuant to section 1361 and the
regulations thereunder to be taxed as a
domestic corporation shall compute his
net earnings from self-employment
without regard to the fact that such
election has been made.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 7333, 39 FR 44445, Dec. 24, 1974]

§1.1402(a)-3 Special rules for com-
puting net earnings from self-em-
ployment.

For the purpose of computing net
earnings from self-employment, the
gross income derived by an individual
from a trade or business carried on by
him, the allowable deductions attrib-
utable to such trade or business, and
the individual’s distributive share of
the income or loss, described in section
702(a)(9), from any trade or business
carrier on by a partnership of which he
is a member shall be computed in ac-
cordance with the special rules set
forth in §§1.1402(a)-4 to 1.1402(a)-17, in-
clusive.

[T.D. 7333, 39 FR 44445, Dec. 24, 1974]

§1.1402(a)-4 Rentals from real estate.

(a) In general. Rentals from real es-
tate and from personal property leased
with the real estate (including such
rentals paid in crop shares) and the de-
ductions attributable thereto, unless
such rentals are received by an indi-
vidual in the course of a trade or busi-
ness as a real-estate dealer, are ex-
cluded. Whether or not an individual is
engaged in the trade or business of a
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real-estate dealer is determined by the
application of the principles followed
in respect of the taxes imposed by sec-
tions 1 and 3. In general, an individual
who is engaged in the business of sell-
ing real estate to customers with a
view to the gains and profits that may
be derived from such sales is a real-es-
tate dealer. On the other hand, an indi-
vidual who merely holds real estate for
investment or speculation and receives
rentals therefrom is not considered a
real-estate dealer. Where a real-estate
dealer holds real estate for investment
or speculation in addition to real es-
tate held for sale to customers in the
ordinary course of his trade or business
as a real-estate dealer, only the rentals
from the real estate held for sale to
customers in the ordinary course of his
trade or business as a real-estate deal-
er, and the deductions attributable
thereto, are included in determining
net earnings from self-employment;
the rentals from the real estate held
for investment or speculation, and the
deductions attributable thereto, are ex-
cluded. Rentals paid in crop shares in-
clude income derived by an owner or
lessee of land under an agreement en-
tered into with another person pursu-
ant to which such other person under-
takes to produce a crop or livestock on
such land and pursuant to which (1) the
crop or livestock, or the proceeds
thereof, are to be divided between such
owner or lessee and such other person,
and (2) the share of the owner or lessee
depends on the amount of the crop or
livestock produced. See, however, para-
graph (b) of this section.

(b) Special rule for ‘‘includible farm
rental income’—(1) In general. Notwith-
standing the rules set forth in para-
graph (a) of this section, there shall be
included in determining net earnings
from self-employment for taxable years
ending after 1955 any income derived by
an owner or tenant of land, if the fol-
lowing requirements are met with re-
spect to such income:

(i) The income is derived under an ar-
rangement between the owner or ten-
ant of land and another person which
provides that such other person shall
produce agricultural or horticultural
commodities on such land, and that
there shall be material participation
by the owner or tenant in the produc-
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tion or the management of the produc-
tion of such agricultural or horti-
cultural commodities; and

(ii) There is material participation
by the owner or tenant with respect to
any such agricultural or horticultural
commodity.

Income so derived shall be referred to
in this section as ‘‘includible farm
rental income”’.

(2) Requirement that income be derived
under an arrangement. In order for rent-
al income received by an owner or ten-
ant of land to be treated as includible
farm rental income, such income must
be derived pursuant to a share-farming
or other rental arrangement which
contemplates material participation by
the owner or tenant in the production
or management of production of agri-
cultural or horticultural commodities.

(3) Nature of arrangement. (i) The ar-
rangement between the owner or ten-
ant and the person referred to in sub-
paragraph (1) of this paragraph may be
either oral or written. The arrange-
ment must impose upon such other per-
son the obligation to produce one or
more agricultural or horticultural
commodities (including livestock, bees,
poultry, and fur-bearing animals and
wildlife) on the land of the owner or
tenant. In addition, it must be within
the contemplation of the parties that
the owner or tenant will participate in
the production or the management of
the production of the agricultural or
horticultural commodities required to
be produced by the other person under
such arrangement to an extent which
is material with respect either to the
production or to the management of
production of such commodities or is
material with respect to the produc-
tion and management of production
when the total required participation
in connection with both is considered.

(ii) The term ‘‘production’, wherever
used in this paragraph, refers to the
physical work performed and the ex-
penses incurred in producing a com-
modity. It includes such activities as
the actual work of planting, culti-
vating, and harvesting crops, and the
furnishing of machinery, implements,
seed, and livestock. An arrangement
will be treated as contemplating that
the owner or tenant will materially
participate in the ‘“‘production’ of the
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commodities required to be produced
by the other person under the arrange-
ment if under the arrangement it is un-
derstood that the owner or tenant is to
engage to a material degree in the
physical work related to the produc-
tion of such commodities. The mere
undertaking to furnish machinery, im-
plements, and livestock and to incur
expenses is not, in and of itself, suffi-
cient. Such factors may be significant,
however, in cases where the degree of
physical work intended of the owner or
tenant is not material. For example, if
under the arrangement it is understood
that the owner or tenant is to engage
periodically in physical work to a de-
gree which is not material in and of
itself and, in addition, to furnish a sub-
stantial portion of the machinery, im-
plements, and livestock to be used in
the production of the commodities or
to furnish or advance funds or assume
financial responsibility for a substan-
tial part of the expense involved in the
production of the commodities, the ar-
rangement will be treated as contem-
plating material participation of the
owner or tenant in the production of
such commodities.

(iii) The term ‘‘management of the
production’”, wherever used in this
paragraph, refers to services performed
in making managerial decisions relat-
ing to the production, such as when to
plant, cultivate, dust, spray, or harvest
the crop, and includes advising and
consulting, making inspections, and
making decisions as to matters such as
rotation of crops, the type of crops to
be grown, the type of livestock to be
raised, and the type of machinery and
implements to be furnished. An ar-
rangement will be treated as contem-
plating that the owner or tenant is to
participate materially in the ‘‘man-
agement of the production’ of the com-
modities required to be produced by
the other person under the arrange-
ment if the owner or tenant is to en-
gage to a material degree in the man-
agement decisions related to the pro-
duction of such commodities. The serv-
ices which are considered of particular
importance in making such manage-
ment decisions are those services per-
formed in making inspections of the
production activities and in advising
and consulting with such person as to
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the production of the commodities.
Thus, if under the arrangement it is
understood that the owner or tenant is
to advise or consult periodically with
the other person as to the production
of the commodities required to be pro-
duced by such person under the ar-
rangement and to inspect periodically
the production activities on the land, a
strong inference will be drawn that the
arrangement contemplates participa-
tion by the owner or tenant in the
management of the production of such
commodities. The mere undertaking to
select the crops or livestock to be pro-
duced or the type of machinery and im-
plements to be furnished or to make
decisions as to the rotation of crops
generally is not, in and of itself, suffi-
cient. Such factors may be significant,
however, in making the overall deter-
mination of whether the arrangement
contemplates that the owner or tenant
is to participate materially in the
management of the production of the
commodities. Thus, if in addition to
the understanding that the owner or
tenant is to advise or consult periodi-
cally with the other person as to the
production of the commodities and to
inspect periodically the production ac-
tivities on the land, it is also under-
stood that the owner is to select the
type of crops and livestock to be pro-
duced and the type of machinery and
implements to be furnished and to
make decisions as to the rotation of
crops, the arrangement will be treated
as contemplating material participa-
tion of the owner or tenant in the man-
agement of production of such com-
modities.

(4) Actual participation. In order for
the rental income received by the
owner or tenant of land to be treated
as includible farm rental income, not
only must it be derived pursuant to the
arrangement described in subparagraph
(1) of this paragraph, but also the
owner or tenant must actually partici-
pate to a material degree in the pro-
duction or in the management of the
production of any of the commodities
required to be produced under the ar-
rangement, or he must actually par-
ticipate in both the production and the
management of the production to an
extent that his participation in the one
when combined with his participation
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in the other will be considered partici-
pation to a material degree. If the
owner or tenant shows that he periodi-
cally advises or consults with the other
person, who under the arrangement
produces the agricultural or horti-
cultural commodities, as to the produc-
tion of any of these commodities and
also shows that he periodically in-
spects the production activities on the
land, he will have presented strong evi-
dence of the existence of the degree of
participation contemplated by section
1402(a)(1). If, in addition to the fore-
going, the owner or tenant shows that
he furnishes a substantial portion of
the machinery, implements, and live-
stock used in the production of the
commodities or that he furnishes or ad-
vances funds, or assumes financial re-
sponsibility, for a substantial part of
the expense involved in the production
of the commodities, he will have estab-
lished the existence of the degree of
participation contemplated by section
1402(a)(1) and this paragraph.

(5) Employees or agents. An agreement
entered into by an employee or agent
of an owner or tenant and another per-
son is considered to be an arrangement
entered into by the owner or tenant for
purposes of satisfying the requirement
set forth in paragraph (b)(2) that the
income must be derived under an ar-
rangement between the owner or ten-
ant and another person. For purposes
of determining whether the arrange-
ment satisfies the requirement set
forth in paragraph (b)(3) that the par-
ties contemplate that the owner or ten-
ant will materially participate in the
production or management of produc-
tion of a commodity, services which
will be performed by an employee or
agent of the owner or tenant are not
considered to be services which the ar-
rangement contemplates will be per-
formed by the owner or tenant. Serv-
ices actually performed by such em-
ployee or agent are not considered
services performed by the owner or ten-
ant in determining the extent to which
the owner or tenant has participated in
the production or management of pro-
duction of a commodity. For taxable
years beginning before January 1, 1974,
contemplated or actual services of an
agent or an employee of the owner or
tenant are deemed to be contemplated
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or actual services of the owner or ten-
ant under paragraphs (b)(3) and (b)(4) of
this section.

(6) Examples. Application of the rules
prescribed in this paragraph may be il-
lustrated by the following examples:

Example (1). After the death of her hus-
band, Mrs. A rents her farm, together with
its machinery and equipment, to B for one-
half of the proceeds from the commodities
produced on such farm by B. It is agreed that
B will live in the tenant house on the farm
and be responsible for the over-all operation
of the farm, such as planting, cultivating,
and harvesting the field crops, caring for the
orchard and harvesting the fruit and caring
for the livestock and poultry. It also is
agreed that Mrs. A will continue to live in
the farm residence and help B operate the
farm. Under the agreement it is con-
templated that Mrs. A will regularly operate
and clean the cream separator and feed the
poultry flock and collect the eggs. When pos-
sible she will assist B in such work as spray-
ing the fruit trees, penning livestock, culling
the poultry, and controlling weeds. She will
also assist in preparing the meals when B en-
gages seasonal workers. The agreement be-
tween Mrs. A and B clearly provides that she
will materially participate in the over-all
production operations to be conducted on her
farm by B. In actual practice, Mrs. A per-
forms such regular and intermittent serv-
ices. The regularly performed services are
material to the production of an agricultural
commodity, and the intermittent services
performed are material to the production op-
erations to which they relate. The furnishing
of a substantial portion of the farm machin-
ery and equipment also adds support to a
conclusion that Mrs. A has materially par-
ticipated. Accordingly, the rental income
Mrs. A receives from her farm should be in-
cluded in net earnings from self-employ-
ment.

Example (2). D agrees to produce a crop on
C’s cotton farm under an arrangement pro-
viding that C and D will each receive one-
half of the proceeds from such production. C
agrees to furnish all the necessary equip-
ment, and it is understood that he is to ad-
vise D when to plant the cotton and when it
needs to be chopped, plowed, sprayed, and
picked. It is also understood that during the
growing season C is to inspect the crop every
few days to determine whether D is properly
taking care of the crop. Under the arrange-
ment, D is required to furnish all labor need-
ed to grow and harvest the crop. C, in fact,
renders such advice, makes such inspections,
and furnishes such equipment. C’s con-
templated participation in management de-
cisions is considered material with respect to
the management of the cotton production
operation. C’s actual participation pursuant
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to the arrangement is also considered to be
material with respect to the management of
the production of cotton. Accordingly, the
income C receives from his cotton farm is to
be included in computing his net earnings
from self-employment.

Example (3). E owns a grain farm and turns
its operation over to his son, F. By the oral
rental arrangement between E and F, the
latter agrees to produce crops of grain on the
farm, and E agrees that he will be available
for consultation and advice and will inspect
and help to harvest the crops. E furnishes
most of the equipment, including a tractor, a
combine, plows, wagons, drills, and harrows;
he continues to live on the farm and does
some of the work such as repairing barns and
farm machinery, going to town for supplies,
cutting weeds, etc.; he regularly inspects the
crops during the growing season; and he
helps F to harvest the crops. Although the
final decisions are made by F, he frequently
consults with his father regarding the pro-
duction of the crops. An evaluation of all of
E’s actual activities indicates that they are
sufficiently substantial and regular to sup-
port a conclusion that he is materially par-
ticipating in the crop production operations
and the management thereof. If it can be
shown that the degree of E’s actual partici-
pation was contemplated by the arrange-
ment, E’s income from the grain farm will be
included in computing net earnings from
self-employment.

Example (4). G owns a fully-equipped farm
which he rents to H under an arrangement
which contemplates that G shall materially
participate in the management of the pro-
duction of crops raised on the farm pursuant
to the arrangement. G lives in town about 5
miles from the farm. About twice a month he
visits the farm and looks over the buildings
and equipment. G may occasionally, in an
emergency, discuss with H some phase of a
crop production activity. In effect, H has
complete charge of the management of farm-
ing operations regardless of the under-
standing between him and G. Although G
pays one-half of the cost of the seed and fer-
tilizer and is charged for the cost of mate-
rials purchased by H to make all necessary
repairs, G’s activities do not constitute ma-
terial participation in the crop production
activities. Accordingly, G’s income from the
crops is not included in computing net earn-
ings from self-employment.

Example (5). I owned a farm several miles
from the town in which he lived. He rented
the farm to J under an arrangement which
contemplated I's material participation in
the management of production of wheat. I
furnished one-half of the seed and fertilizer
and all the farm equipment and livestock. He
employed K to perform all the services in ad-
vising, consulting, and inspecting con-
templated by the arrangement. I is not ma-
terially participating in the management of
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production of wheat by J. The work done by
I's employee, K, is not attributable to I in
determining the extent of I's participation.
I's rental income from the arrangement is,
therefore, not to be included in computing
his net earnings from self-employment. For
taxable years beginning before January 1,
1974, however, I's rental income would be in-
cludible in those earnings.

Example (6). L, a calendar-year taxpayer,
appointed M as his agent to rent his fully
equipped farm for 1974. M entered into a
rental arrangement with N under which M
was to direct the planting of crops, inspect
them weekly during the growing season, and
consult with N on any problems that might
arise in connection with irrigation, etc.,
while N furnished all the labor needed to
grow and harvest the crops. M did in fact ful-
fill its responsibilities under the arrange-
ment. Although the arrangement entered
into by M and N is considered to have been
made by L, M’s services are not attributable
to L, and L’s furnishing of a fully equipped
farm is insufficient by itself to constitute
material participation in the production of
the crops. Accordingly, L’s rental income
from the arrangement is not included in his
net earnings from self-employment for that
year. For taxable years beginning before
January 1, 1974, however, L’s rental income
would be includible in those earnings.

(c) Rentals from living quarters—(1) No
services rendered for occupants. Pay-
ments for the use or occupancy of en-
tire private residences or living quar-
ters in duplex or multiple-housing
units are generally rentals from real
estate. Except in the case of real-estate
dealers, such payments are excluded in
determining net earnings from self-em-
ployment even though such payments
are in part attributable to personal
property furnished under the lease.

(2) Services rendered for occupants.
Payments for the use or occupancy of
rooms or other space where services
are also rendered to the occupant, such
as for the use or occupancy of rooms or
other quarters in hotels, boarding
houses, or apartment houses furnishing
hotel services, or in tourist camps or
tourist homes, or payments for the use
or occupancy of space in parking lots,
warehouses, or storage garages, do not
constitute rentals from real estate;
consequently, such payments are in-
cluded in determining net earnings
from self-employment. Generally, serv-
ices are considered rendered to the oc-
cupant if they are primarily for his
convenience and are other than those
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usually or customarily rendered in con-
nection with the rental of rooms or
other space for occupancy only. The
supplying of maid service, for example,
constitutes such service; whereas the
furnishing of heat and light, the clean-
ing of public entrances, exits, stair-
ways and lobbies, the collection of
trash, and so forth, are not considered
as services rendered to the occupant.

(3) Example. The application of this
paragraph may be illustrated by the
following example:

Example. A, an individual, owns a building
containing four apartments. During the tax-
able year, he receives $1,400 from apartments
numbered 1 and 2, which are rented without
services rendered to the occupants, and $3,600
from apartments numbered 3 and 4, which
are rented with services rendered to the oc-
cupants. His fixed expenses for the four
apartments aggregate $1,200 during the tax-
able year. In addition, he has $500 of expenses
attributable to the services rendered to the
occupants of apartments 3 and 4. In deter-
mining his net earnings from self-employ-
ment, A includes the $3,600 received from
apartments 3 and 4, and the expenses of $1,100
(8500 plus one-half of $1,200) attributable
thereto. The rentals and expenses attrib-
utable to apartments 1 and 2 are excluded.
Therefore, A has $2,500 of net earnings from
self-employment for the taxable year from
the building.

(d) Treatment of business income which
includes rentals from real estate. Except
in the case of a real-estate dealer,
where an individual or a partnership is
engaged in a trade or business the in-
come of which is classifiable in part as
rentals from real estate, only that por-
tion of such income which is not classi-
fiable as rentals from real estate, and
the expenses attributable to such por-
tion, are included in determining net
earnings from self-employment.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 7710, 45 FR 50739, July 31, 1980]

§1.1402(a)-5 Dividends and interest.

(a) All dividends on shares of stock
are excluded unless they are received
by an individual in the course of his
trade or business as a dealer in stocks
or securities.

(b) Interest on any bond, debenture,
note, or certificate, or other evidence
of indebtedness, issued with interest
coupons or in registered form by any
corporation (including one issued by a
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government or political subdivision
thereof) is excluded unless such inter-
est is received in the course of a trade
or business as a dealer in stocks or se-
curities. However, interest with respect
to which a credit against tax is allow-
able as provided in section 35, that is,
interest on certain obligations of the
United States and its instrumental-
ities, is not included in net earnings
from self-employment even though re-
ceived in the course of a trade or busi-
ness as a dealer in stocks or securities.
Only interest on bonds, debentures,
notes, or certificates, or other evidence
of indebtedness, issued with interest
coupons or in registered form by a cor-
poration, is excluded in the case of all
persons other than dealers in stocks or
securities; other interest received in
the course of any trade or business
(such as interest received by a pawn-
broker on his loans or interest received
by a merchant on his accounts or notes
receivable) is not excluded.

(c) Dividends and interest of the
character excludable under paragraphs
(a) and (b) of this section received by
an individual on stocks or securities
held for speculation or investment are
excluded whether or not the individual
is a dealer in stocks or securities.

(d) A dealer in stocks or securities is
a merchant of stocks or securities with
an established place of business, regu-
larly engaged in the business of pur-
chasing stocks or securities and resell-
ing them to customers; that is, he is
one who as a merchant buys stocks or
securities and sells them to customers
with a view to the gains and profits
that may be derived therefrom. Per-
sons who buy and sell or hold stocks or
securities for investment or specula-
tion, irrespective of whether such buy-
ing or selling constitutes the carrying
on of a trade or business, are not deal-
ers in stocks or securities.

§1.1402(a)-6 Gain or loss from disposi-
tion of property.

(a) There is excluded any gain or loss:
(1) Which is considered as gain or loss
from the sale or exchange of a capital
asset; (2) from the cutting of timber or
the disposal of timber, coal, or iron
ore, even though held primarily for
sale to customers, if section 631 is ap-
plicable to such gain or loss; and (3)
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from the sale, exchange, involuntary
conversion, or other disposition of
property if such property is neither (i)
stock in trade or other property of a
kind which would properly be includ-
ible in inventory if on hand at the close
of the taxable year, nor (ii) property
held primarily for sale to customers in
the ordinary course of a trade or busi-
ness. For the purpose of the special
rule in subparagraph (3) of this para-
graph, it is immaterial whether a gain
or loss is treated as a capital gain or
loss or as an ordinary gain or loss for
purposes other than determining net
earnings from self-employment. For in-
stance, where the character of a loss is
governed by the provisions of section
1231, such loss is excluded in deter-
mining net earnings from self-employ-
ment even though such loss is treated
under section 1231 as an ordinary loss.
For the purposes of this special rule,
the term ‘‘involuntary conversion”
means a compulsory or involuntary
conversion of property into other prop-
erty or money as a result of its de-
struction in whole or in part, theft or
seizure, or an exercise of the power of
requisition or condemnation or the
threat or imminence thereof; and the
term ‘‘other dispostion” includes the
destruction or loss, in whole or in part,
of property by fire, storm, shipwreck,
or other casualty, or by theft, even
though there is no conversion of such
property into other property or money.

(b) The application of this section
may be illustrated by the following ex-
ample:

Example. During the taxable year 1954, A,
who owns a grocery store, realized a net
profit of $1,5600 from the sale of groceries and
a gain of $350 from the sale of a refrigerator
case. During the same year, he sustained a
loss of $2,000 as a result of damage by fire to
the store building. In computing taxable in-
come, all of these items are taken into ac-
count. In determining net earnings from self-
employment, however, only the $1,500 of
profit derived from the sale of groceries is
included. The $350 gain and the $2,000 loss are
excluded.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-

ed by T.D. 6841, 30 FR 9309, July 27, 1965]

§1.1402(a)-7 Net operating loss deduc-
tion.

The deduction provided by section
172, relating to net operating losses
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sustained in years other than the tax-
able year, is excluded.

§1.1402(a)-8 Community income.

(a) In case of an individual. If any of
the income derived by an individual
from a trade or business (other than a
trade or business carried on by a part-
nership) is community income under
community property laws applicable to
such income, all of the gross income,
and the deductions attributable to such
income, shall be treated as the gross
income and deductions of the husband
unless the wife exercises substantially
all of the management and control of
such trade or business, in which case
all of such gross income and deductions
shall be treated as the gross income
and deductions of the wife. For the pur-
pose of this special rule, the term
“management and control’”” means
management and control in fact, not
the management and control imputed
to the husband under the community
property laws. For example, a wife who
operates a beauty parlor without any
appreciable collaboration on the part
of her husband will be considered as
having substantially all of the manage-
ment and control of such business de-
spite the provision of any community
property law vesting in the husband
the right of management and control of
community property; and the income
and deductions attributable to the op-
eration of such beauty parlor will be
considered the income and deductions
of the wife.

(b) In case of a partnership. Even
though a portion of a partner’s dis-
tributive share of the income or loss,
described in section 702(a)(9), from a
trade or business carried on by a part-
nership is community income or loss
under the community property laws
applicable to such share, all of such
distributive share shall be included in
computing the net earnings from self-
employment of such partner; no part of
such share shall be taken into account
in computing the net earnings from
self-employment of the spouse of such
partner. In any case in which both
spouses are members of the same part-
nership, the distributive share of the
income or loss of each spouse is in-
cluded in computing the net earnings
from self-employment of that spouse.



§1.1402(a)-9

§1.1402(a)-9 Puerto Rico.

(a) Residents. A resident of Puerto
Rico, whether or not a bona fide resi-
dent thereof during the entire taxable
year, and whether or not an alien, a
citizen of the United States, or a cit-
izen of Puerto Rico, shall compute his
net earnings from self-employment in
the same manner as would a citizen of
the United States residing in the
United States. See paragraph (d) of
§1.1402(b)-1 for regulations relating to
nonresident aliens. For the purpose of
the tax on self-employment income,
the gross income of such a resident of
Puerto Rico also includes income from
Puerto Rican sources. Thus, under this
special rule, income from Puerto Rican
sources will be included in determining
net earnings from self-employment of a
resident of Puerto Rico engaged in the
active conduct of a trade or business in
Puerto Rico despite the fact that,
under section 933, such income may not
be taken into account for purposes of
the tax under section 1 or 3.

(b) Nonresidents. A citizen of Puerto
Rico who is also a citizen of the United
States and who is not a resident of
Puerto Rico will compute his net earn-
ings from self-employment in the same
manner and subject to the same provi-
sions of law and regulations as other
citizens of the United States.

§1.1402(a)-10 Personal exemption de-
duction.

The deduction provided by section
151, relating to personal exemptions, is
excluded.

§1.1402(a)-11 Ministers and members
of religious orders.

(a) In general. For each taxable year
ending after 1954 in which a minister or
member of a religious order is engaged
in a trade or business, within the
meaning of section 1402(c) and
§1.1402(c)-5, with respect to service per-
formed in the exercise of his ministry
or in the exercise of duties required by
such order, net earnings from self-em-
ployment from such trade or business
include the gross income derived dur-
ing the taxable year from any such
service, less the deductions attrib-
utable to such gross income. For each
taxable year ending on or after Decem-
ber 31, 1957, such minister or member of
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a religious order shall compute his net
earnings from self-employment derived
from the performance of such service
without regard to the exclusions from
gross income provided by section 107
(relating to rental value of parsonages)
and section 119 (relating to meals and
lodging furnished for the convenience
of the employer). Thus, a minister who
is subject to self-employment tax with
respect to his services as a minister
will include in the computation of his
net earnings from self-employment for
a taxable year ending on or after De-
cember 31, 1957, the rental value of a
home furnished to him as remunera-
tion for services performed in the exer-
cise of his ministry or the rental allow-
ance paid to him as remuneration for
such services irrespective of whether
such rental value or rental allowance is
excluded from gross income by section
107. Similarly, the value of any meals
or lodging furnished to a minister or to
a member of a religious order in con-
nection with service performed in the
exercise of his ministry or as a member
of such order will be included in the
computation of his net earnings from
self-employment for a taxable year
ending on or after December 31, 1957,
notwithstanding the exclusion of such
value from gross income by section 119.

(b) In employ of American employer. If
a minister or member of a religious
order engaged in a trade or business de-
scribed in section 1402(c) and §1.1402(c)-
5 is a citizen of the United States and
performs service, in his capacity as a
minister or member of a religious
order, as an employee of an American
employer, as defined in section 3121(h)
and the regulations thereunder in part
31 of this chapter (Employment Tax
Regulations), his net earnings from
self-employment derived from such
service shall be computed as provided
in paragraph (a) of this section but
without regard to the exclusions from
gross income provided in section 911,
relating to earned income from sources
without the United States, and section
931, relating to income from sources
within certain possessions of the
United States. Thus, even though all
the income of the minister or member
for service of the character to which
this paragraph is applicable was de-
rived from sources without the United
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States, or from sources within certain
possessions of the United States, and
therefore may be excluded from gross
income, such income is included in
computing net earnings from self-em-
ployment.

(c) Minister in a foreign country whose
congregation is composed predominantly
of citizens of the United States—(1) Tax-
able years ending after 1956. For any tax-
able year ending after 1956, a minister
of a church, who is engaged in a trade
or business within the meaning of sec-
tion 1402(c) and §1.1402(c)-5, is a citizen
of the United States, is performing
service in the exercise of his ministry
in a foreign country, and has a con-
gregation composed predominantly of
United States citizens, shall compute
his net earnings from self-employment
derived from his services as a minister
for such taxable year without regard to
the exclusion from gross income pro-
vided in section 911, relating to earned
income from sources without the
United States. For taxable years end-
ing on or after December 31, 1957, such
minister shall also disregard sections
107 and 119 in the computation of his
net earnings from self-employment.
(See paragraph (a) of this section.) For
purposes of section 1402(a)(8) and this
paragraph a ‘‘congregation composed
predominantly of citizens of the United
States’ means a congregation the ma-
jority of which throughout the greater
portion of its minister’s taxable year
were United States citizens.

(2) Election for taxable years ending
after 1954 and before 1957. (i) A minister
described in subparagraph (1) of this
paragraph who, for a taxable year end-
ing after 1954 and before 1957, had in-
come from service described in such
subparagraph which would have been
included in computing net earnings
from self-employment if such income
had been derived in a taxable year end-
ing after 1956 by an individual who had
filed a waiver certificate under section
1402(e), may elect to have section
1402(a)(8) and subparagraph (1) of this
paragraph apply to his income from
such service for his taxable years end-
ing after 1954 and before 1957. If such
minister filed a waiver certificate prior
to August 1, 1956, in accordance with
§1.1402(e)(1)-1, or he files such a waiver
certificate on or before the due date of
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his return (including any extensions
thereof) for his last taxable year end-
ing before 1957, he must make such
election on or before the due date of his
return (including any extensions there-
of) for such taxable year or before April
16, 1957, whichever is the later. If the
waiver certificate is not so filed, the
minister must make his election on or
before the due date of the return (in-
cluding any extensions thereof) for his
first taxable year ending after 1956.
Notwithstanding the expiration of the
period prescribed by section 1402(e)(2)
for filing such waiver, the minister
may file a waiver certificate at the
time he makes the election. In no
event shall an election be valid unless
the minister files prior to or at the
time of the election a waiver certifi-
cate in accordance with §1.1402(e)(1)-1.

(ii) The election shall be made by fil-
ing with the district director of inter-
nal revenue with whom the waiver cer-
tificate, Form 2031, is filed a written
statement indicating that, by reason of
the Social Security Amendments of
1956, the minister desires to have the
Federal old-age, survivors, and dis-
ability insurance system established by
title II of the Social Security Act ex-
tended to his services performed in a
foreign country as a minister of a con-
gregation composed predominantly of
United States citizens beginning with
the first taxable year ending after 1954
and prior to 1957 for which he had in-
come from such services. The state-
ment shall be dated and signed by the
minister and shall clearly state that it
is an election for retroactive self-em-
ployment tax coverage under the Self-
Employment Contributions Act of 1954.
In addition, the statement shall in-
clude the following information:

(a) The name and address of the min-
ister.

(b) His social security account num-
ber, if he has one.

(c¢) That he is a duly ordained, com-
missioned, or licensed minister of a
church.

(d) That he is a citizen of the United
States.

(e) That he is performing services in
the exercise of his ministry in a foreign
country.
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(f) That his congregation is composed
predominantly of citizens of the United
States.

(g)(I) That he has filed a waiver cer-
tificate and, if so, where and under
what circumstances the certificate was
filed and the taxable year for which it
is effective; or (2) that he is filing a
waiver certificate with his election for
retroactive coverage and, if so, the tax-
able year for which it is effective.

(h) That he has or has not filed in-
come tax returns for his taxable years
ending after 1954 and before 1957. If he
has filed such returns, he shall state
the years for which they were filed and
indicate the district director of inter-
nal revenue with whom they were filed.

(iii) Notwithstanding section
1402(e)(3), a waiver certificate filed pur-
suant to §1.1402(e)(1)-1 by a minister
making an election under this para-
graph shall be effective (regardless of
when such certificate is filed) for such
minister’s first taxable year ending
after 1954 in which he had income from
service described in subparagraph (1) of
this paragraph or for the taxable year
of the minister prescribed by section
1402(e)(3), if such taxable year is ear-
lier, and for all succeeding taxable
years.

(iv) No interest or penalty shall be
assessed or collected for failure to file
a return within the time prescribed by
law if such failure arises solely by rea-
son of an election made by a minister
pursuant to this paragraph or for any
underpayment of self-employment in-
come tax arising solely by reason of
such election, for the period ending
with the date such minister makes an
election pursuant to this paragraph.

(d) Treatment of certain remuneration
paid in 1955 and 1956 as wages. For
treatment of remuneration paid to an
individual for service described in sec-
tion 3121(b)(8)(A) which was erro-
neously treated by the organization
employing him as employment with-in
the meaning of chapter 21 of the Inter-
nal Revenue Code, see §1.1402(e)(4)-1.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 9194, 70 FR 18946, Apr. 11, 2005]
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§1.1402(a)-12 Continental shelf and
certain possessions of the United
States.

(a) Certain possessions. For purposes
of the tax on self-employment income,
the exclusion from gross income pro-
vided by section 931 (relating to bona
fide residents of certain possessions of
the United States) will not apply. Net
earnings from self-employment are
subject to the tax on self-employment
income even if such amounts are ex-
cluded from gross income under section
931.

(b) Continental shelf. For the defini-
tion of the term ‘‘United States’ and
for other geographical definitions re-
lating to the continental shelf, see sec-
tion 638 and §1.638-1.

(c) Effective/applicability date. This
section applies to taxable years ending
after April 9, 2008.

[T.D. 9391, 73 FR 19376, Apr. 9, 2008]

§1.1402(a)-13 Income
tural activity.

(a) Agricultural trade or business. (1)
An agricultural trade or business is one
in which, if the trade or business were
carried on exclusively by employees,
the major portion of the services would
constitute agricultural labor as defined
in section 3121(g) and the regulations
thereunder in part 31 of this chapter
(Employment Tax Regulations). In case
the services are in part agricultural
and in part nonagricultural, the time
devoted to the performance of each
type of service is the test to be used to
determine whether the major portion
of the services would constitute agri-
cultural labor. If more than half of the
time spent in performing all the serv-
ices is spent in performing services
which would constitute agricultural
labor under section 3121(g), the trade or
business is agricultural. If only half, or
less, of the time spent in performing all
the services is spent in performing
services which would constitute agri-
cultural labor under section 3121(g), the
trade or business is not agricultural. In
every case the time spent in per-
forming the services will be computed
by adding the time spent in the trade
or business during the taxable year by
every individual (including the indi-
vidual carrying on such trade or busi-
ness and the members of his family) in

from agricul-
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performing such services. The oper-
ation of this special rule is not affected
by section 3121(c), relating to the in-
cluded-excluded rule for determining
employment.

(2) The rules prescribed in subpara-
graph (1) of this paragraph have no ap-
plication where the nonagricultural
services are performed in connection
with an enterprise which constitutes a
trade or business separate and distinct
from the trade or business conducted
as an agricultural enterprise. Thus, the
operation of a roadside automobile
service station on farm premises con-
stitutes a trade or business separate
and distinct from the agricultural en-
terprise, and the gross income derived
from such service station, less the de-
ductions attributable thereto, is to be
taken into account in determining net
earnings from self-employment.

(b) Farm operator’s income for tarable
years ending before 1955. Income derived
in a taxable year ending before 1955
from any agricultural trade or business
(see paragraph (a) of this section), and
all deductions attributable to such in-
come, are excluded in computing net
earnings from self-employment.

(c) Farm operator’s income for taxable
years ending after 1954. Income derived
in a taxable year ending after 1954 from
an agricultural trade or business (see
paragraph (a) of this section) is includ-
ible in computing net earnings from
self-employment. Income derived from
an agricultural trade or business in-
cludes income derived by an individual
under an agreement entered into by
such individual with another person
pursuant to which such individual un-
dertakes to produce agricultural or
horticultural commodities (including
livestock, bees, poultry, and fur-bear-
ing animals and wildlife) on land owned
or leased by such other person and pur-
suant to which the agricultural or hor-
ticultural commodities produced by
such individual, or the proceeds there-
from, are to be divided between such
individual and such other person, and
the amount of such individual’s share
depends on the amount of the agricul-
tural or horticultural commodities pro-
duced. However, except as provided in
paragraph (d) of this section, relating
to arrangements involving material
participation, the income derived
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under such an agreement by the owner
or lessee of the land is not includible in
computing net earnings from self-em-
ployment. See §1.1402(a)-4. For options
relating to the computation of net
earnings from self-employment, see
§§1.1402(a)-14 and 1.1402(a)-15.

(d) Includible farm vrental income for
taxable years ending after 1955. For tax-
able years ending after 1955, income de-
rived from an agricultural trade or
business (see paragraph (a) of this sec-
tion) includes also income derived by
the owner or tenant of land under an
arrangement between such owner or
tenant and another person, if such ar-
rangement provides that such other
person shall produce agricultural or
horticultural commodities (including
livestock, bees, poultry, and fur-bear-
ing animals and wildlife) on such land,
and that there shall be material par-
ticipation by the owner or tenant in
the production or the management of
the production of such agricultural or
horticultural commodities, and if there
is material participation by the owner
or tenant with respect to any such ag-
ricultural or horticultural commodity.
See paragraph (b) of §1.1402(a)-4. For
options relating to the computation of
net earnings from self-employment, see
§§1.1402(a)-14 and 1.1402(a)-15.

(e) Income from service performed after
1956 as a crew leader. Income derived by
a crew leader (see section 3121(o) and
the regulations thereunder in Part 31
of this chapter (Employment Tax Reg-
ulations)) from service performed after
1956 in furnishing individuals to per-
form agricultural labor for another
person and from service performed
after 1956 in agricultural labor as a
member of the crew is considered to be
income derived from a trade or busi-
ness for purposes of §1.1402(c)-1. Wheth-
er such trade or business is an agricul-
tural trade or business shall be deter-
mined by applying the rules set forth
in this section.

§1.1402(a)-14 Options available to
farmers in computing net earnings
from self-employment for taxable
years ending after 1954 and before
December 31, 1956.

(a) Computation of net earnings. In the
case of any trade or business which is
carried on by an individual who reports
his income on the cash receipts and
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disbursements method, and in which, if
it were carried on exclusively by em-
ployees, the major portion of the serv-
ices would constitute agricultural
labor as defined in section 3121(g) (see
paragraph (a) of §1.1402(a)-13), net earn-
ings from self-employment may, for a
taxable year ending after 1954, at the
option of the taxpayer, be computed as
follows:

(1) Gross income $1,800 or less. If the
gross income, computed as provided in
paragraph (b) of this section, from such
trade or business is $1,800 or less, the
taxpayer may, at his option, treat as
net earnings from self-employment
from such trade or business an amount
equal to 50 percent of such gross in-
come. If the taxpayer so elects, the
amount equal to 50 percent of such
gross income shall be used in com-
puting his self-employment income in
lieu of his actual net earnings from
such trade or business, if any.

(2) Gross income in excess of $1,800. If
the gross income, computed as pro-
vided in paragraph (b) of this section,
from such trade or business is more
than $1,800, and the actual net earnings
from self-employment from such trade
or business are less than $900, the tax-
payer may, at his option, treat $900 as
net earnings from self-employment. If
the taxpayer so elects, $900 shall be
used in computing his self-employment
income in lieu of his actual net earn-
ings from such trade or business, if
any. However, if the taxpayer’s actual
net earnings from such trade or busi-
ness, as computed in accordance with
§§1.1402(a)-1 through 1.1402(a)-3 are $900
or more, such actual net earnings shall
be used in computing his self-employ-
ment income.

(b) Computation of gross income. For
purposes of paragraph (a) of this sec-
tion, gross income shall consist of the
gross receipts from such trade or busi-
ness reduced by the cost or other basis
of property which was purchased and
sold in carrying on such trade or busi-
ness, adjusted (after such reduction) in
accordance with the provisions of
§1.1402(a)-3, relating to income and de-
ductions not included in computing net
earnings from self-employment.

(c) Two or more agricultural activities.
If an individual is engaged in more
than one agricultural trade or business
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within the meaning of paragraph (a) of
§1.1402(a)-13 (for example, the business
of ordinary farming and the business of
cotton ginning), the gross income de-
rived from each agricultural trade or
business shall be aggregated for pur-
poses of the optional method provided
in paragraph (a) of this section for
computing net earnings from self-em-
ployment.

(d) Examples. Application of the regu-
lations prescribed in paragraphs (a) and
(b) of this section may be illustrated by
the following examples:

Example (1). F, a farmer, uses the cash re-
ceipts and disbursements method of account-
ing in making his income tax returns. F’s
books and records show that during the cal-
endar year 1955 he received $1,200 from the
sale of produce raised on the farm, $200 from
the sale of livestock raised on the farm and
not held for breeding or dairy purposes, and
$600 from the sale of a tractor. The income
from the sale of the tractor is of a type
which is excluded from net earnings from
self-employment by section 1402(a). F’s ac-
tual net earnings from self-employment,
computed in accordance with the provisions
of §§1.1402(a)-1 through 1.1402(a)-3, are $450. F
may report $450 as his net earnings from self-
employment or he may elect to report $700
(one-half of $1,400).

Example (2). C, a cattleman, uses the cash
receipts and disbursements method of ac-
counting in making his income tax returns.
C had actual net earnings from self-employ-
ment, computed in accordance with the pro-
visions of §§1.1402(a)-1 through 1.1402(a)-3, of
$725. His gross receipts were $1,000 from the
sale of produce raised on the farm and $1,200
from the sale of feeder cattle, which C
bought for $500. The income from the sale of
the feeder cattle is of a type which is in-
cluded in computing net earnings from self-
employment. Therefore, C may report $725 as
his net earnings from self-employment or he
may elect to report $850, one-half of $1,700
($2,200 minus $500).

Example (3). R, a rancher, has gross income
of $3,000 from the operation of his ranch,
computed as provided in paragraph (b) of this
section. His actual net earnings from self-
employment from farming activities are less
than $900. R, nevertheless, may elect to re-
port $900 as net earnings from self-employ-
ment from such trade or business. If R had
actual net earnings from self-employment
from his farming activities in the amount of
$900 or more, he would be required to report
such amount in computing his self-employ-
ment income.

(e) Members of farm partnerships. The
optional method provided by paragraph
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(a) of this section for computing net
earnings from self-employment is not
available to a member of a partnership
with respect to his distributive share of
the income or loss from any trade or
business carried on by any partnership
of which he is a member.

§1.1402(a)-15 Options available to
farmers in computing net earnings
from self-employment for taxable
years ending on or after December
31, 1956.

(a) Computation of net earnings. In the
case of any trade or business which is
carried on by an individual or by a
partnership and in which, if such trade
or business were carried on exclusively
by employees, the major portion of the
services would constitute agricultural
labor as defined in section 3121(g) (see
paragraph (a) of §1.1402(a)-13), net earn-
ings from self-employment may, for a
taxable year ending on or after Decem-
ber 31, 1956, at the option of the tax-
payer, be computed as follows:

(1) In case of an individual—(@{1) Gross
income of less than specified amount. If
the gross income, computed as pro-
vided in paragraph (b) of this section,
from such trade or business is $2,400 or
less ($1,800 or less for a taxable year
ending on or after December 31, 1956,
and beginning before January 1, 1966),
the taxpayer may, at his option, treat
as net earnings from self-employment
from such trade or business an amount
equal to 6625 percent of such gross in-
come. If the taxpayer so elects, the
amount equal to 6625 percent of such
gross income shall be used in com-
puting his self-employment income in
lieu of his actual net earnings from
such trade or business, if any.

(ii) Gross income in excess of specified
amount. If the gross income, computed
as provided in paragraph (b) of this sec-
tion, from such trade or business is
more than $2,400 ($1,800 for a taxable
year ending on or after December 31,
1956, and beginning before January 1,
1966), and the net earnings from self-
employment from such trade or busi-
ness (computed without regard to this
section) are less than $1,600 ($1,200 for a
taxable year ending on or after Decem-
ber 31, 1956, and beginning before Janu-
ary 1, 1966), the taxpayer may, at his
option, treat $1,600 ($1,200 for a taxable
year ending on or after December 31,
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1956, and beginning before January 1,
1966) as net earnings from self-employ-
ment. If the taxpayer so elects, $1,600
($1,200 for a taxable year ending on or
after December 31, 1956, and beginning
before January 1, 1966) shall be used in
computing his self-employment income
in lieu of his actual net earnings from
such trade or business, if any. However,
if the taxpayer’s actual net earnings
from such trade or business, as com-
puted in accordance with the applica-
ble provisions of §§1.1402(a)-1 to
1.1402(a)-13, inclusive, are $1,600 or
more ($1,200 or more for a taxable year
ending on or after December 31, 1956,
and beginning before January 1, 1966)
such actual net earnings shall be used
in computing his self-employment in-
come.

(2) In case of a member of a partner-
ship—(i) Distributive share of gross in-
come of less than specified amount. If a
taxpayer’s distributive share of the
gross income of a partnership (as such
gross income is computed under the
provisions of paragraph (b) of this sec-
tion) derived from such trade or busi-
ness (after such gross income has been
reduced by the sum of all payments to
which section 707(c) applies) is $2,400 or
less ($1,800 or less for a taxable year
ending on or after December 31, 1956,
and beginning before January 1, 1966),
the taxpayer may, at his option, treat
as his distributive share of income de-
scribed in section 702(a)(9) derived from
such trade or business an amount equal
to 6625 percent of his distributive share
of such gross income (after such gross
income has been reduced by the sum of
all payments to which section 707(c)
applies). If the taxpayer so elects, the
amount equal to 6625 percent of his dis-
tributive share of such gross income
shall be used by him in the computa-
tion of his net earnings from self-em-
ployment in lieu of the actual amount
of his distributive share of income de-
scribed in section 702(a)(9) from such
trade or business, if any.

(i1) Distributive share of gross income in
excess of specified amount. If a tax-
payer’s distributive share of the gross
income of the partnership (as such
gross income is computed under the
provisions of paragraph (b) of this sec-
tion) derived from such trade or busi-
ness (after such gross income has been
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reduced by the sum of all payments to
which section 707(c) applies) is more
than $2,400 ($1,800 for a taxable year
ending on or after December 31, 1956,
and beginning before January 1, 1966)
and the actual amount of his distribu-
tive share (whether or not distributed)
of income described in section 702(a)(9)
derived from such trade or business
(computed without regard to this sec-
tion) is less than $1,600 ($1,200 for a tax-
able year ending on or after December
31, 1956, and beginning before January
1, 1966), the taxpayer may, at his op-
tion, treat $1,600 ($1,200 for a taxable
year ending on or after December 31,
1956, and beginning before January 1,
1966) as his distributive share of income
described in section 702(a)(9) derived
from such trade or business. If the tax-
payer so elects, $1,600 ($1,200 for a tax-
able year ending on or after December
31, 1956, and beginning before January
1, 1966) shall be used by him in the
computation of his net earnings from
self-employment in lieu of the actual
amount of his distributive share of in-
come described in section 702(a)(9) from
such trade or business, if any. However,
if the actual amount of the taxpayer’s
distributive share of income described
in section 702(a)(9) from such trade or
business, as computed in accordance
with the applicable provisions of
§§1.1402(a)-1 to 1.1402(a)-13, inclusive, is
$1,600 or more ($1,200 or more for a tax-
able year ending on or after December
31, 1956, and beginning before January
1, 1966), such actual amount of the tax-
payer’s distributive share shall be used
in computing his net earnings from
self-employment.

(iii) Cross reference. For a special rule
in the case of certain deceased part-
ners, see paragraph (c) of §1.1402(f)-1.

(b) Computation of gross income. For
purposes of this section gross income
has the following meanings:

(1) In the case of any such trade or
business in which the income is com-
puted under a cash receipts and dis-
bursements method, the gross receipts
from such trade or business reduced by
the cost or other basis of property
which was purchased and sold in car-
rying on such trade or business (see
paragraphs (a) and (c¢), other than para-
graph (a)(5), of §1.61-4), adjusted (after
such reduction) in accordance with the
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applicable provisions of §§1.1402(a)-3 to
1.1402(a)-13, inclusive.

(2) In the case of any such trade or
business in which the income is com-
puted under an accrual method (see
paragraphs (b) and (c), other than para-
graph (b)(5), of §1.61-4), the gross in-
come from such trade or business, ad-
justed in accordance with the applica-
ble provisions of §§1.1402(a)-3 to
1.1402(a)-13, inclusive.

(c) Two or more agricultural activities.
If an individual (including a member of
a partnership) derives gross income (as
defined in paragraph (b) of this section)
from more than one agricultural trade
or business, such gross income (includ-
ing his distributive share of the gross
income of any partnership derived from
any such trade or business) shall be
deemed to have been derived from one
trade or business. Thus, such an indi-
vidual shall aggregate his gross income
derived from each agricultural trade or
business carried on by him (which in-
cludes, under paragraph (b) of
§1.1402(a)-1, any guaranteed payment,
within the meaning of section 707(c),
received by him from a farm partner-
ship of which he is a member) and his
distributive share of partnership gross
income (after such gross income has
been reduced by any guaranteed pay-
ment within the meaning of section
707(c)) derived from each farm partner-
ship of which he is a member. Such
gross income is the amount to be con-
sidered for purposes of the optional
method provided in this section for
computing net earnings from self-em-
ployment. If the aggregate gross in-
come of an individual includes income
derived from an agricultural trade or
business carried on by him and a dis-
tributive share of partnership income
derived from an agricultural trade or
business carried on by a partnership of
which he is a member, such aggregate
gross income shall be treated as in-
come derived from a single trade or
business carried on by him, and such
individual shall apply the optional
method applicable to individuals set
forth in paragraph (a)(1) of this section
for purposes of computing his net earn-
ings from self-employment.

(d) Examples. The application of this
section may be illustrated by the fol-
lowing examples:
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Example (1). F is engaged in the business of
farming and computes his income under the
cash receipts and disbursements method. He
files his income tax returns on the basis of
the calendar year. During the year 1966, F’s
gross income from the business of farming
(computed in accordance with paragraph (b)
(1) of this section) is $2,325. His actual net
earnings from self-employment derived from
such business are $1,250. As his net earnings
from self-employment, F may report $1,250
or, by the optional computation method, he
may report $1,550 (66%5 percent of $2,325).

Example (2). G is engaged in the business of
farming and computes his income under the
accrual method. His income tax returns are
filed on the calendar year basis. For the year
1966, G’s gross income from the operation of
his farm (computed in accordance with para-
graph (b)(2) of this section) is $2,800. He has
actual net earnings from self-employment
derived from such farm in the amount of
$1,250. As his net earnings from self-employ-
ment derived from his farm, G may report
his actual net earnings of $1,250, or by the
optional method he may report $1,600. If G’s
actual net earnings from self-employment
from his farming activities for 1966 were in
an amount of $1,600 or more, he would be re-
quired to report such amount in computing
his self-employment income.

Example (3). M, who files his income tax re-
turns on a calendar year basis, is one of the
three partners of the XYZ Company, a part-
nership, engaged in the business of farming.
The taxable year of the partnership is the
calendar year, and its income is computed
under the cash receipts and disbursements
method. For M’s services in connection with
the planting, cultivating, and harvesting of
the crops during the year 1966 the partner-
ship agrees to pay him $500, the full amount
of which is determined without regard to the
income of the partnership and constitutes a
guaranteed payment within the meaning of
section 707(c). This guaranteed payment to M
is the only such payment made during such
year. The gross income derived from the
business for the year 1966 computed in ac-
cordance with paragraph (b)(1) of this section
and after being reduced by the guaranteed
payment of $5600 made to M, is $3,000. One-
third of the $3,000 ($1,000), is M’s distributive
share of such gross income. Under paragraph
(c) of this section, the guaranteed payment
($500) received by M and his distributive
share of the partnership gross income ($1,000)
are deemed to have been derived from one
trade or business, and such amounts must be
aggregated for purposes of the optional
method of computing net earnings from self-
employment. Since M’s combined gross in-
come from his two agricultural businesses
(81,000 and $500) is not more than $2,400 and
since such income is deemed to be derived
from one trade or business, M’s net earnings
from self-employment derived from such
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farming business may, at his option, be
deemed to be $1,000 (6625 percent of $1,500).

Example (4). A is one of the two partners of
the AB partnership which is engaged in the
business of farming. The taxable year of the
partnership is the calendar year and its in-
come is computed under the accrual method.
A files his income tax returns on the cal-
endar year basis. The partnership agreement
provides for an equal sharing in the profits
and losses of the partnership by the two
partners. A is an experienced farmer and for
his services as manager of the partnership’s
farm activities during the year 1966 he re-
ceives $6,000 which amount constitutes a
guaranteed payment within the meaning of
section 707(c). The gross income of the part-
nership derived from such business for the
year 1966, computed in accordance with para-
graph (b)(2) of this section and after being re-
duced by the guaranteed payment made to A,
is $9,600. A’s distributive share of such gross
income is $4,800 and his distributive share of
income described in section 702(a)(9) derived
from the partnership’s business is $1,900.
Under paragraph (c) of this section, the guar-
anteed payment received by A and his dis-
tributive share of the partnership gross in-
come are deemed to have been derived from
one trade or business, and such amounts
must be aggregated for purposes of the op-
tional method of computing his net earnings
from self-employment. Since the aggregate
of A’s guaranteed payment ($6,000) and his
distributive share of partnership gross in-
come ($4,800) is more than $2,400 and since
the aggregate of A’s guaranteed payment
($6,000) and his distributive share ($1,900) of
partnership income described in section
702(a)(9) is not less than $1,600, the optional
method of computing net earnings from self-
employment is not available to A.

Example (5). F is a member of the EFG
partnership which is engaged in the business
of farming. F files his income tax returns on
the calendar year basis. The taxable year of
the partnership is the calendar year, and its
income is computed under a cash receipts
and disbursements method. Under the part-
nership agreement the partners are to share
equally the profits or losses of the business.
The gross income derived from the partner-
ship business for the year 1966, computed in
accordance with paragraph (b)(1) of this sec-
tion is $7,500. F’s share of such gross income
is $2,500. Due to drought and an epidemic
among the livestock, the partnership sus-
tains a net loss of $7,800 for the year 1966 of
which loss F’s share is $2,600. Since F’s dis-
tributive share of gross income derived from
such business is in excess of $2,400 and since
F does not receive income described in sec-
tion 702(a)(9) of $1,600 or more from such
business, he may, at his option, be deemed to
have received $1,600 as his distributive share
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of income described in section 702(a)(9) from
such business.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 6993, 34 FR 828, Jan. 18, 1969]

§1.1402(a)-16 Exercise of option.

A taxpayer shall, for each taxable
year with respect to which he is eligi-
ble to use the optional method de-
scribed in §1.1402(a)-14 or §1.1402(a)-15,
make a determination as to whether
his net earnings from self-employment
are to be computed in accordance with
such method. If the taxpayer elects the
optional method for a taxable year, he
shall signify such election by com-
puting net earnings from self-employ-
ment under the optional method as set
forth in Schedule F (Form 1040) of the
income tax return filed by the taxpayer
for such taxable year. If the optional
method is not elected at the time of
the filing of the return for a taxable
year with respect to which the tax-
payer is eligible to elect such optional
method, such method may be elected
on an amended return (or on such other
form as may be prescribed for such use)
filed within the period prescribed by
section 6501 and the regulations there-
under for the assessment of the tax for
such taxable year. If the optional
method is elected on a return for a tax-
able year, the taxpayer may revoke
such election by filing an amended re-
turn (or such other form as may be pre-
scribed for such use) for the taxable
year within the period prescribed by
section 6501 and the regulations there-
under for the assessment of the tax for
such taxable year. If the taxpayer is
deceased or unable to make an elec-
tion, the person designated in section
6012(b) and the regulations thereunder
may, within the period prescribed in
this section elect the optional method
for any taxable year with respect to
which the taxpayer is eligible to use
the optional method and revoke an
election previously made by or for the
taxpayer.

§1.1402(a)-17 Retirement payments to
retired partners.

(a) In general. There shall be ex-
cluded, in computing net earnings from
self-employment for taxable years end-
ing on or after December 31, 1967, cer-
tain payments made on a periodic basis
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by a partnership, pursuant to a written
plan of the partnership, to a retired
partner on account of his retirement.
The exclusion applies only if the pay-
ments are made pursuant to a plan
which meets the requirements pre-
scribed in paragraph (b) of this section,
and, in addition, the conditions set
forth in paragraph (c) of this section
are met.

(b) Retirement plan of partnership. (1)
To meet the requirements of section
1402(a)(10), the written plan of the part-
nership must set forth the terms and
conditions of the program or system
established by the partnership for the
purpose of making payments to retired
partners on account of their retire-
ment. To qualify as payments on ac-
count of retirement, the payments
must constitute bona fide retirement
income. Thus, payments of benefits not
customarily included in a pension or
retirement plan such as layoff benefits
are not payments on account of retire-
ment. Eligibility for retirement gen-
erally is established on the basis of
age, physical condition, or a combina-
tion of age or physical condition and
years of service. Generally, retirement
benefits are measured by, and based on,
such factors as years of service and
compensation received. In determining
whether the plan of the partnership
provides for payments on account of re-
tirement, factors, formulas, etc., re-
flected in public, and in broad based
private, pension or retirement plans in
prescribing eligibility requirements
and in computing benefits may be
taken into account.

(2) The plan of the partnership must
provide for payments on account of re-
tirement:

(i) To partners generally or to a class
or classes of partners,

(ii) On a periodic basis, and

(iii) Which continue at least until the
partner’s death.

For purposes of subdivision (i) of this
subparagraph, a class of partners may,
in an appropriate case, contain only
one member. Payments are made on a
periodic basis if made at regularly re-
curring intervals (usually monthly) not
exceeding one year.

(c) Conditions relating to exclusion—(1)
In general. A payment made pursuant
to a written plan of a partnership
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which meets the requirements of para-
graph (b) of this section shall be ex-
cluded, in computing net earnings from
self-employment, only if:

(i) The retired partner to whom the
payment is made rendered no service
with respect to any trade or business
carried on by the partnership (or its
successors) during the taxable year of
the partnership (or its successors),
which ends within or with the taxable
year of the retired partner and in
which the payment was received by
him;

(ii) No obligation (whether certain in
amount or contingent on a subsequent
event) exists (as of the close of the
partnership’s taxable year referred to
in subdivision (i) of this subparagraph)
from the other partners to the retired
partner except with respect to retire-
ment payments under the plan or
rights such as benefits payable on ac-

count of sickness, accident, hos-
pitalization, medical expenses, or
death; and

(iii) The retired partner’s share (if

any) of the capital of the partnership
has been paid to him in full before the
close of the partnership’s taxable year
referred to in subdivision (i) of this
subparagraph.
By application of the conditions set
forth in this subparagraph, either all
payments on account of retirement re-
ceived by a retired partner during the
taxable year of the partnership ending
within or with his taxable year are ex-
cluded or none of the payments are ex-
cluded. Subdivision (ii) of this subpara-
graph has application only to obliga-
tions from other partners in their ca-
pacity as partners as distinguished
from an obligation which arose and ex-
ists from a transaction unrelated to
the partnership or to a trade or busi-
ness carried on by the partnership. The
effect of the conditions set forth in
subdivisions (ii) and (iii) of this sub-
paragraph is that the exclusion may
apply with respect to payments re-
ceived by a retired partner during the
taxable year of the partnership ending
within or with his taxable year only if
at the close of the partnership’s tax-
able year the retired partner had no fi-
nancial interest in the partnership ex-
cept for the right to retirement pay-
ments.
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(2) Examples. The application of sub-
paragraph (1) of this paragraph may be
illustrated by the following examples.
Each example assumes that the part-
nership plan pursuant to which the
payments are made meets the require-
ments of paragraph (b) of this section.

Example (1). A, who files his income tax re-
turns on a calendar year basis, is a partner
in the ABC partnership. The taxable year of
the partnership is the period July 1 to June
30, inclusive. A retired from the partnership
on January 1, 1973, and receives monthly
payments on account of his retirement. As of
June 30, 1973, no obligation existed from the
other partners to A (except with respect to
retirement payments under the plan) and A’s
share of the capital of the partnership had
been paid to him in full. The monthly retire-
ment payments received by A from the part-
nership in his taxable year ending on Decem-
ber 31, 1973, are not excluded from net earn-
ings from self-employment since A rendered
service to the partnership during a portion of
the partnership’s taxable year (July 1, 1972,
through June 30, 1973) which ends within A’s
taxable year ending on December 31, 1973.

Example (2). D, a partner in the DEF part-
nership, retired from the partnership as of
the close of December 31, 1972. The taxable
year of both D and the partnership is the cal-
endar year. During the partnership’s taxable
year ending December 31, 1973, D rendered no
service with respect to any trade or business
carried on by the partnership. On or before
December 31, 1973, all obligations (other than
with respect to retirement payments under
the plan) from the other partners to D have
been liquidated, and D’s share of the capital
of the partnership has been paid to him. Re-
tirement payments received by D pursuant
to the partnership’s plan in his taxable year
ending December 31, 1973, are excluded in de-
termining his net earnings from self-employ-
ment (if any) for that taxable year.

Example (3). Assume the same facts as in
example (2) except that as of the close of De-
cember 31, 1973, D has a right to a fixed per-
centage of any amounts collected by the
partnership after that date which are attrib-
utable to services rendered by him prior to
his retirement for clients of the partnership.
The monthly payments received by D in his
taxable year ending December 31, 1973, are
not excluded from net earnings from self-em-
ployment since as of the close of the partner-
ship’s taxable year which ends with D’s tax-
able year, an obligation (other than an obli-
gation with respect to retirement payments)
exists from the other partners to D.

[T.D. 7333, 39 FR 44446, Dec. 24, 1974]
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life insur-

§1.1402(a)-18 Split-dollar
ance arrangements.

See §§1.61-22 and 1.7872-15 for rules re-
lating to the treatment of split-dollar
life insurance arrangements.

[T.D. 9092, 68 FR 54352, Sept. 17, 2003]

§1.1402(b)-1 Self-employment income.

(a) In general. Except for the exclu-
sions in paragraphs (b) and (c¢) of this
section and the exception in paragraph
(d) of this section, the term ‘‘self-em-
ployment income’” means the net earn-
ings from self-employment derived by
an individual during a taxable year.

(b) Maximum self-employment income—
(1) General rule. Subject to the special
rules described in subparagraph (2) of
this paragraph, the maximum self-em-
ployment income of an individual for a
taxable year (whether a period of 12
months or less) is:

(i) For any taxable year beginning in
a calendar year after 1974, an amount
equal to the contribution and benefit
base (as determined under section 230
of the Social Security Act) which is ef-
fective for such calendar year; and

(ii) For any taxable year:

Ending before 1955
Ending after 1954 and before 1959 ..
Ending after 1958 and before 1966 ..
Ending after 1965 and before 1968
Ending after 1967 and beginning before

Beginning after 1971 and before 1973 ........9,000
Beginning after 1972 and before 1974....... 10,800
Beginning after 1973 and before 1975 13,200

(2) Special rules. (i) If an individual is
paid wages as defined in subparagraph
(3) of this paragraph in a taxable year,
the maximum self-employment income
for such taxable year is computed as
provided in subdivision (ii) or (iii) of
this subparagraph.

(ii) If an individual is paid wages as
defined in subparagraph (3) (i) or (ii) of
this paragraph in a taxable year, the
maximum self-employment income of
such individual for such taxable year is
the excess of the amounts indicated in
subparagraph (1) of this paragraph over
the amount of the wages, as defined in
subparagraph (3) (i) and (ii) of this
paragraph, paid to him during the tax-
able year. For example, if for his tax-
able year beginning in 1974, an indi-
vidual has $15,000 of net earnings from
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self-employment and during such tax-
able year is paid $1,000 of wages as de-
fined in section 3121(a) (see subpara-
graph (3)(i) of this paragraph), he has
$12,200 ($13,200 —$1,000) of self-employ-
ment income for the taxable year.

(iii) For taxable years ending on or
after December 31, 1968, wages, as de-
fined in subparagraph (3)(iii) of this
paragraph, are taken into account in
determining the maximum self-em-
ployment income of an individual for
purposes of the tax imposed under sec-
tion 1401(b) (hospital insurance), but
not for purposes of the tax imposed
under section 1401(a) (old-age survivors,
and disability insurance). If an indi-
vidual is paid wages as defined in sub-
paragraph (3)(iii) of this paragraph in a
taxable year, his maximum self-em-
ployment income for such taxable year
for purposes of the tax imposed under
section 1401(a) is computed under sub-
paragraph (1) of this paragraph or sub-
division (ii) of this subparagraph
(whichever is applicable), and his max-
imum self-employment income for such
taxable year for purposes of the tax im-
posed under section 1401(b) is the ex-
cess of his section 1401(a) maximum
self-employment income over the
amount of wages, as defined in sub-
paragraph (3)(iii) of this paragraph,
paid to him during the taxable year.
For purposes of this subdivision, wages
as defined in subparagraph (3)(iii) of
this paragraph are deemed paid to an
individual in the period with respect to
which the payment is made, that is,
the period in which the compensation
was earned or deemed earned within
the meaning of section 3231(e). For an
explanation of the term ‘‘compensa-
tion” and for provisions relating to
when compensation is earned, see the
regulations under section 3231(e) in
part 31 of this chapter (Employment
Tax Regulations). The application of
the rules set forth in this subdivision
may be illustrated by the following ex-
ample:

Example. M, a calendar-year taxpayer, has
$15,000 of net earnings from self-employment
for 1974 and during the taxable year is paid
$1,000 of wages as defined in section 3121(a)
(see subparagraph (3)(i) of this paragraph)
and $1,600 of compensation subject to tax
under section 3201 (see subparagraph (3)(iii)
of this paragraph). Of the $1,600 of taxable
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compensation, $1,200 represents compensa-
tion for services rendered in 1974 and the bal-
ance ($400) represents compensation which
pursuant to the provisions of section 3231(e)
is earned or deemed earned in 1973. M’s max-
imum self-employment income for 1974 for
purposes of the tax imposed under section
1401(a), computed as provided in subdivision
(ii) of this subparagraph, is $12,200
(813,200 —$1,000), and for purposes of the tax
imposed under section 1401(b) is $11,000
($12,200—$1,200). However, M may recompute
his maximum self-employment income for
1973 for purposes of the tax imposed under
section 1401(b) by taking into account the
$400 of compensation which is deemed paid in
1978.

(38) Meaning of term “wages’’. For the
purpose of the computation described
in subparagraph (2) of this paragraph,
the term ‘‘wages’’ includes:

(i) Wages as defined
3121(a);

(ii) Such remuneration paid to an
employee for services covered by:

(a) An agreement entered into pursu-
ant to section 218 of the Social Secu-
rity Act (42 U.S.C. 418), which section
provides for extension of the Federal
old-age, survivors and disability insur-
ance system to State and local govern-
ment employees under voluntary
agreements between the States and the
Secretary of Health, Education, and
Welfare (Federal Security Adminis-
trator before April 11, 1953), or

(b) An agreement entered into pursu-
ant to the provisions of section 3121(1),
relating to coverage of citizens of the
United States who are employees of
foreign subsidiaries of domestic cor-
porations,

as would be wages under section 3121(a)
if such services constituted employ-
ment under section 3121(b). For an ex-
planation of the term ‘‘wages’’, see the
regulations under section 3121(a) in
part 31 of this chapter (Employment
Tax Regulations); and

(iii) Compensation, as defined in sec-
tion 3231(e), which is subject to the em-
ployee tax imposed by section 3201 or
the employee representative tax im-
posed by section 3211.

(¢c) Minimum net earnings from self-em-
ployment. Self-employment income
does not include the net earnings from
self-employment of an individual when
the amount of such earnings for the
taxable year is less than $400. Thus, an

in section
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individual having only $300 of net earn-
ings from self-employment for the tax-
able year would not have any self-em-
ployment income. However, an indi-
vidual having net earnings from self-
employment of $400 or more for the
taxable year may, by application of
paragraph (b)(2) of this section, have
less than $400 of self-employment in-
come for purposes of the tax imposed
under section 1401(a) and the tax im-
posed under section 1401(b) or may have
self-employment income of $400 or
more for purposes of the tax imposed
under section 1401(a) and of less than
$400 for purposes of the tax imposed
under section 1401(b). This could occur
in a case in which the amount of the
individual’s net earnings from self-em-
ployment is $400 or more for a taxable
year and the amount of such net earn-
ings from self-employment plus the
amount of wages, as defined in para-
graph (b)(3) of this section, paid to him
during the taxable year exceed the
maximum self-employment income, as
set forth in paragraph (b)(1) of this sec-
tion, for the taxable year. However, the
result occurs only if such maximum
self-employment income exceeds the
amount of such wages. The application
of this paragraph may be illustrated by
the following example:

Example. For 1974 M, a calendar-year tax-
payer, has net earnings from self-employ-
ment of $2,000 and wages (as defined in para-
graph (b)(3) (i) and (ii) of this section) of
$12,500. Since M’s net earnings from self-em-
ployment plus his wages exceed the max-
imum self-employment income for 1974
($13,200), his self-employment income for 1974
is $700 ($13,200—$12,500). If M also had wages,
as defined in paragraph (b)(3)(iii) of this sec-
tion, of $200, his self-employment income
would be $700 for purposes of the tax imposed
under section 1401(a) and $500 ($13,200— $12,700
($12,500 + $200)) for purposes of the tax im-
posed under section 1401(b).

For provisions relating to when wages
as defined in paragraph (b)(3)(iii) of
this section are treated as paid, see
paragraph (b)(2)(iii) of this section.

(d) Nonresident aliens. A nonresident
alien individual never has self-employ-
ment income. While a nonresident
alien individual who derives income
from a trade or business carried on
within the United States, Puerto Rico,
the Virgin Islands, Guam, or American
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Samoa (whether by agents or employ-
ees, or by a partnership of which he is
a member) may be subject to the appli-
cable income tax provisions on such in-
come, such nonresident alien indi-
vidual will not be subject to the tax on
self-employment income, since any net
earnings which he may have from self-
employment do not constitute self-em-
ployment income. For the purpose of
the tax on self-employment income, an
individual who is not a citizen of the
United States but who is a resident of
the Commonwealth of Puerto Rico, the
Virgin Islands, or, for taxable years be-
ginning after 1960, of Guam or Amer-
ican Samoa is not considered to be a
nonresident alien individual.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 7333, 39 FR 44447, Dec. 24, 1974]

§1.1402(c)-1 Trade or business.

In order for an individual to have net
earnings from self-employment, he
must carry on a trade or business, ei-
ther as an individual or as a member of
a partnership. Except for the exclu-
sions discussed in §§1.1402(c)-2 to
1.1402(c)-7, inclusive, the term ‘‘trade
or business’’, for the purpose of the tax
on self-employment income, shall have
the same meaning as when used in sec-
tion 162. An individual engaged in one
of the excluded activities specified in
such sections of the regulations may
also be engaged in carrying on activi-
ties which constitute a trade or busi-
ness for purposes of the tax on self-em-
ployment income. Whether or not he is
also engaged in carrying on a trade or
business will be dependent upon all of
the facts and circumstances in the par-
ticular case. An individual who is a
crew leader, as defined in section
3121(0) (see such section and the regula-
tions thereunder in part 31 of this
chapter (Employment Tax Regula-
tions)), is considered to be engaged in
carrying on a trade or business with re-
spect to services performed by him
after 1956 in furnishing individuals to
perform agricultural labor for another
person or services performed by him
after 1956 as a member of the crew.

[T.D. 6978, 33 FR 15937, Oct. 30, 1968]
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§1.1402(¢c)-2 Public office.

(a) In general—(1) General rule. Except
as otherwise provided in subparagraph
(2) of this paragraph, the performance
of the functions of a public office does
not constitute a trade or business.

(2) Fee basis public officials—({) In gen-
eral. If an individual receives fees after
1967 for the performance of the func-
tions of a public office of a State or a
political subdivision thereof for which
he is compensated solely on a fee basis,
and if the service performed in such of-
fice is eligible for (but is not made the
subject of) an agreement between the
State and the Secretary of Health,
Education, and Welfare pursuant to
section 218 of the Social Security Act
to extend social security coverage
thereto, the service for which such fees
are received constitutes a trade or
business within the meaning of section
1402(c) and §1.1402(c)-1. If an individual
performs service for a State or a polit-
ical subdivision thereof in any period
in more than one position, each posi-
tion is treated separately for purposes
of the preceding sentence. See also
paragraph (f) of §1.1402(c)-3 relating to
the performance of service by an indi-
vidual as an employee of a State or a
political subdivision thereof in a posi-
tion compensated solely on a fee basis.

(ii) Election with respect to fees received
in 1968. (A) Any individual who in 1968
receives fees for service performed by
him with respect to the functions of a
public office of a State or a political
subdivision thereof in any period in
which the functions are performed in a
position compensated solely on a fee
basis may elect, if the performance of
the service for which such fees are re-
ceived constitutes a trade or business
pursuant to the provisions of subdivi-
sion (i) of this subparagraph, to have
such performance of service treated as
excluded from the term ‘‘trade or busi-
ness’’ for the purpose of the tax on self-
employment income, pursuant to the
provisions of section 122(c)(2) of the So-
cial Security Amendments of 1967 (as
quoted in §1.1402(c)). Such election
shall not be limited to service to which
the fees received in 1968 are attrib-
utable but must also be applicable to
service (if any) in subsequent years
which, except for the election, would
constitute a trade or business pursuant
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to the provisions of subdivision (i) of
this subparagraph. An election made
pursuant to the provisions of this sub-
paragraph is irrevocable.

(B) The election referred to in sub-
division (ii)(A) of this subparagraph
shall be made by filing a certificate of
election of exemption (Form 4415) on or
before the due date of the income tax
return (see section 6072), including any
extension thereof (see section 6081), for
the taxable year of the individual mak-
ing the election which begins in 1968.
The certificate of election of exemp-
tion shall be filed with an internal rev-
enue office in accordance with the in-
structions on the certificate.

(b) Meaning of public office. The term
“‘public office’ includes any elective or
appointive office of the United States
or any possession thereof, of the Dis-
trict of Columbia, of a State or its po-
litical subdivisions, or a wholly-owned
instrumentality of any one or more of
the foregoing. For example, the Presi-
dent, the Vice President, a governor, a
mayor, the Secretary of State, a mem-
ber of Congress, a State representative,
a county commissioner, a judge, a jus-
tice of the peace, a county or city at-
torney, a marshal, a sheriff, a con-
stable, a registrar of deeds, or a notary
public performs the functions of a pub-
lic office. (However, the service of a no-
tary public could not be made the sub-
ject of a section 218 agreement under
the Social Security Act because nota-
ries are not ‘‘employees’ within the
meaning of that section. Accordingly,
such service does not constitute a
trade or business.)

[T.D. 7333, 39 FR 44448, Dec. 24, 1974, as
amended by T.D. 7372, 40 FR 30945, July 24,
1975]

§1.1402(c)-3 Employees.

(a) General rule. Generally, the per-
formance of service by an individual as
an employee, as defined in the Federal
Insurance Contributions Act (Chapter
21 of the Internal Revenue Code) does
not constitute a trade or business with-
in the meaning of section 1402(c) and
§1.1402(c)-1. However, in six cases set
forth in paragraphs (b) to (g), inclusive,
of this section, the performance of
service by an individual is considered
to constitute a trade or business within
the meaning of section 1402(c) and
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§1.1402(c)-1. (As to when an individual
is an employee, see section 3121 (d) and
(o) and section 3506 and the regulations
under those sections in part 31 of this
chapter (Employment Tax Regula-
tions).)

(b) Newspaper vendors. Service per-
formed by an individual who has at-
tained the age of 18 constitutes a trade
or business for purposes of the tax on
self-employment income within the
meaning of section 1402(c) and
§1.1402(c)-1 if performed in, and at the
time of, the sale of newspapers or mag-
azines to ultimate consumers, under an
arrangement under which the news-
papers or magazines are to be sold by
him at a fixed price, his compensation
being based on the retention of the ex-
cess of such price over the amount at
which the newspapers or magazines are
charged to him, whether or not he is
guaranteed a minimum amount of
compensation for such service, or is en-
titled to be credited with the unsold
newspapers or magazines turned back.

(c) Sharecroppers. Service performed
by an individual under an arrangement
with the owner or tenant of land pursu-
ant to which:

(1) Such individual undertakes to
produce agricultural or horticultural
commodities (including livestock, bees,
poultry, and fur-bearing animals and
wildlife) on such land,

(2) The agricultural or horticultural
commodities produced by such indi-
vidual, or the proceeds therefrom, are
to be divided between such individual
and such owner or tenant, and

(3) The amount of such individual’s
share depends on the amount of the ag-
ricultural or horticultural commod-
ities produced, constitutes a trade or
business within the meaning of section
1402(c) and §1.1402(c)-1.

(d) Employees of foreign govermment,
instrumentality wholly owned by foreign
government, or international organiza-
tion. Service performed in the United
States, as defined in section 3121(e)(2)
(see such section and the regulations
thereunder in part 31 of this chapter
(Employment Tax Regulations)), by an
individual who is a citizen of the
United States constitutes a trade or
business within the meaning of section
1402(c) and §1.1402(c)-1 if such service is
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excepted from employment, for pur-
poses of the Federal Insurance Con-
tributions Act (chapter 21 of the Code),
by:

(1) Section 3121(b)(11), relating to
service in the employ of a foreign gov-
ernment (for regulations under section
3121(b)(11), see §31.3121(b)(11)-1 of this
chapter);

(2) Section 3121(b)(12), relating to
service in the employ of an instrumen-
tality wholly owned by a foreign gov-
ernment (for regulations under section
3121(b)(12), see §31.3121(b)(12)-1 of this
chapter); or

(3) Section 3121(b)(15), relating to

service in the employ of an inter-
national organization (for regulations
under section 3121(b)(15), see
§31.3121(b)(15)-1 of this chapter).
This paragraph is applicable to service
performed in any taxable year ending
on or after December 31, 1960, except
that it does not apply to service per-
formed before 1961 in Guam or Amer-
ican Samoa.

(e) Ministers and members of religious
orders—(1) Taxable years ending before
1968. Service described in section
1402(c)(4) performed by an individual
during taxable years ending before 1968
for which a certificate filed pursuant to
section 1402(e) is in effect constitutes a
trade or business within the meaning
of section 1402(c) and §1.1402(c)-1. See
also §1.1402(c)-5.

(2) Tazxable years ending after 1967.
Service described in section 1402(c)(4)
performed by an individual during tax-
able years ending after 1967 constitutes
a trade or business within the meaning
of section 1402(c) and §1.1402(c)-1 unless
an exemption under section 1402(e) (see
§§1.1402(e)-1A through 1.1402(e)-4A) is
effective with respect to such indi-
vidual for the taxable year during
which the service is performed. See
also §1.1402(c)-5.

(f) State and local government employ-
ees compensated on fee basis—(1) In gen-
eral. (i) Section 1402(c)(2)(E) and this
paragraph are applicable only with re-
spect to fees received by an individual
after 1967 for service performed by him
as an employee of a State or a political
subdivision thereof in a position com-
pensated solely on a fee basis. If an in-
dividual performs service for a State or
a political subdivision thereof in more
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than one position, each position is
treated separately for purposes of de-
termining whether the service per-
formed in such position is performed by
an employee and whether compensa-
tion for service performed in the posi-
tion is solely on a fee basis.

(ii) If an individual receives fees after
1967 for service performed by him as an
employee of a State or a political sub-
division thereof in a position com-
pensated solely on a fee basis, the serv-
ice for which such fees are received
constitutes a trade or business within
the meaning of section 1402(c) and
§1.1402(c)-1 except that if service per-
formed in such position is covered
under an agreement entered into by
the State and the Secretary of Health,
Education, and Welfare pursuant to
section 218 of the Social Security Act
at the time a fee is received, the serv-
ice to which such fee relates does not
constitute a trade or business. See also
paragraph (a) of §1.1402(c)-2, relating,
in part, to the performance of the func-
tions of a public office of a State or a
political subdivision thereof by an indi-
vidual.

(2) Election with respect to fees received
in 1968. (i) Any individual who in 1968
receives fees for service as an employee
of a State or a political subdivision
thereof in a position compensated sole-
ly on a fee basis may elect, if the per-
formance of the service for which such
fees are received constitutes a trade or
business pursuant to the provisions of
subparagraph (1) of this paragraph, to
have such performance of service treat-
ed as excluded from the term ‘‘trade or
business’ for the purpose of the tax on
self-employment income, pursuant to
the provisions of section 122(c)(2) of the
Social Security Amendments of 1967 (as
quoted in §1.1402(c)). Such election
shall not be limited to service to which
the fees received in 1968 are attrib-
utable but must also be applicable to
service (if any) in subsequent years
which, except for the election, would
constitute a trade or business pursuant
to the provisions of subparagraph (1) of
this paragraph. An election made pur-
suant to the provisions of this subpara-
graph is irrevocable.

(ii) The election referred to in sub-
division (i) of this subparagraph shall
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be made by filing a certificate of elec-
tion of exemption (Form 4415) on or be-
fore the due date of the income tax re-
turn (see section 6072), including any
extension thereof (see section 6081), for
the taxable year of the individual mak-
ing the election which begins in 1968.
The certificate of election of exemp-
tion shall be filed with an internal rev-
enue office in accordance with the in-
structions on the certificate.

(g) Individuals engaged in fishing. For
taxable years ending after December
31, 1954, service performed by an indi-
vidual on a boat engaged in catching
fish or other forms of aquatic animal
life (hereinafter ‘‘fish’’) constitutes a
trade or business within the meaning
of section 1402(c) and §1.1402(c)-1 if the
service is excepted from the definition
of employment by section 3121(b)(20)
and §31.3121(b)(20)-1(a). However, the
preceding sentence does not apply to
services performed after December 31,
1954, and before October 4, 1976, on a
boat engaged in catching fish if the
owner or operator of the boat treated
the individual as an employee in the
manner described in §31.3121(b)(20)-1(b).

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 6978, 33 FR 15937, Oct. 30, 1968; T.D.
7333, 39 FR 44448, Dec. 24, 1974; T.D. 7691, 45
FR 24129, Apr. 9, 1980; T.D. 7716, 45 FR 57123,
Aug. 27, 1980]

§1.1402(¢)-4 Individuals wunder Rail-
road Retirement System.

The performance of service by an in-
dividual as an employee or employee
representative as defined in section
3231(b) and (c), respectively (see
§§31.3231(b)-1 and 31.3231(c)-1 of Part 31
of this chapter (Employment Tax Reg-
ulations)), that is, an individual cov-
ered under the railroad retirement sys-
tem, does not constitute a trade or
business.

§1.1402(c)-5 Ministers and members of
religious orders.

(a) In general—(1) Taxable years ending
before 1968. For taxable years ending
before 1955, a duly ordained, commis-
sioned, or licensed minister of a church
or a member of a religious order is not
engaged in carrying on a trade or busi-
ness with respect to service performed
by him in the exercise of his ministry
or in the exercise of duties required by
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such order. However, for taxable years
ending after 1954 and before 1968, any
individual who is a duly ordained, com-
missioned, or licensed minister of a
church or a member of a religious order
(other than a member of a religious
order who has taken a vow of poverty
as a member of such order) may elect,
as provided in §1.1402(e)(1)-1, to have
the Federal old-age, survivors, and dis-
ability insurance system established by
title II of the Social Security Act ex-
tended to service performed by him in
his capacity as such a minister or
member. If such a minister or a mem-
ber of a religious order makes an elec-
tion pursuant to §1.1402(e)(1)-1 he is,
with respect to service performed by
him in such capacity, engaged in car-
rying on a trade or business for each
taxable year to which the election is
effective. An election by a minister or
member of a religious order has no ap-
plication to service performed by such
minister or member which is not in the
exercise of his ministry or in the exer-
cise of duties required by such order.

(2) Taxable years ending after 1967. For
any taxable year ending after 1967, a
duly ordained, commissioned, or Ili-
censed minister of a church or a mem-
ber of a religious order (other than a
member of a religious order who has
taken a vow of poverty as a member of
such order) is engaged in carrying on a
trade or business with respect to serv-
ice performed by him in the exercise of
his ministry or in the exercise of duties
required by such order unless an ex-
emption under section 1402(e) (see
§§1.1402(e)-1A through 1.1402(e)-4A) is
effective with respect to such indi-
vidual for the taxable year during
which the service is performed. An ex-
emption which is effective with respect
to a minister or a member of a reli-
gious order has no application to serv-
ice performed by such minister or
member which is not in the exercise of
his ministry or in the exercise of duties
required by such order.

(b) Service by a minister in the exercise
of his ministry. (1)(i) A certificate of
election filed by a duly ordained, com-
missioned, or licensed minister of a
church under the provisions of
§1.1402(e)(1)-1 has application only to
service performed by him in the exer-
cise of his ministry.
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(ii) An exemption under section
1402(e) (see §§1.1402(e)-1A  through
1.1402(e)-4A) which is effective with re-
spect to a duly ordained, commis-
sioned, or licensed minister of a church
has application only to service per-
formed by him in the exercise of his
ministry.

(2) Except as provided in paragraph
(c)(3) of this section, service performed
by a minister in the exercise of his
ministry includes the ministration of
sacerdotal functions and the conduct of
religious worship, and the control, con-
duct, and maintenance of religious or-
ganizations (including the religious
boards, societies, and other integral
agencies of such organizations), under
the authority of a religious body con-
stituting a church or church denomina-
tion. The following rules are applicable
in determining whether services per-
formed by a minister are performed in
the exercise of his ministry:

(i) Whether service performed by a
minister constitutes the conduct of re-
ligious worship or the ministration of
sacerdotal functions depends on the te-
nets and practices of the particular re-
ligious body constituting his church or
church denomination.

(ii) Service performed by a minister
in the control, conduct, and mainte-
nance of a religious organization re-
lates to directing, managing, or pro-
moting the activities of such organiza-
tion. Any religious organization is
deemed to be under the authority of a
religious body constituting a church or
church denomination if it is organized
and dedicated to carrying out the te-
nets and principles of a faith in accord-
ance with either the requirements or
sanctions governing the creation of in-
stitutions of the faith. The term ‘‘reli-
gious organization’” has the same
meaning and application as is given to
the term for income tax purposes.

(iii) If a minister is performing serv-
ice in the conduct of religious worship
or the ministration of sacerdotal func-
tions, such service is in the exercise of
his ministry whether or not it is per-
formed for a religious organization.
The application of this rule may be il-
lustrated by the following example:

Example. M, a duly ordained minister, is

engaged to perform service as chaplain at N
University. M devotes his entire time to per-
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forming his duties as chaplain which include
the conduct of religious worship, offering
spiritual counsel to the university students,
and teaching a class in religion. M is per-
forming service in the exercise of his min-
istry.

(iv) If a minister is performing serv-
ice for an organization which is oper-
ated as an integral agency of a reli-
gious organization under the authority
of a religious body constituting a
church or church denomination, all
service performed by the minister in
the conduct of religious worship, in the
ministration of sacerdotal functions, or
in the control, conduct, and mainte-
nance of such organization (see sub-
paragraph (2)(ii) of this paragraph) is in
the exercise of his ministry. The appli-
cation of this rule may be illustrated
by the following example:

Example. M, a duly ordained minister, is
engaged by the N Religious Board to serve as
director of one of its departments. He per-
forms no other service. The N Religious
Board is an integral agency of O, a religious
organization operating under the authority
of a religious body constituting a church de-
nomination. M is performing service in the
exercise of his ministry.

(v) If a minister, pursuant to an as-
signment or designation by a religious
body constituting his church, performs
service for an organization which is
neither a religious organization nor op-
erated as an integral agency of a reli-
gious organization, all service per-
formed by him, even though such serv-
ice may not involve the conduct of reli-
gious worship or the ministration of
sacerdotal functions, is in the exercise
of his ministry. The application of this
rule may be illustrated by the fol-
lowing example:

Example. M, a duly ordained minister, is as-
signed by X, the religious body constituting
his church, to perform advisory service to Y
Company in connection with the publication
of a book dealing with the history of M’s
church denomination. Y is neither a reli-
gious organization nor operated as an inte-
gral agency of a religious organization. M
performs no other service for X or Y. M is
performing service in the exercise of his min-
istry.

(c) Service by a minister not in the exer-
cise of his ministry. (1)(i) A certificate
filed by a duly ordained, commissioned,
or licensed minister of a church under
the provisions of §1.1402(e)(1)-1 has no
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application to service performed by
him which is not in the exercise of his

ministry.
(ii) An exemption under section
1402(e) (see §§1.1402(e)-1A  through

1.1402(e)-4A) which is effective with re-
spect to a duly ordained, commis-
sioned, or licensed minister of a church
has no application to service performed
by him which is not in the exercise of
his ministry.

(2) If a minister is performing service
for an organization which is neither a
religious organization nor operated as
an integral agency of a religious orga-
nization and the service is not per-
formed pursuant to an assignment or
designation by his ecclesiastical supe-
riors, then only the service performed
by him in the conduct of religious wor-
ship or the ministration of sacerdotal
functions is in the exercise of his min-
istry. See, however, subparagraph (3) of
this paragraph. The application of the
rule in this subparagraph may be illus-
trated by the following example:

Example. M, a duly ordained minister, is
engaged by N University to teach history
and mathematics. He performs no other serv-
ice for N although from time to time he per-
forms marriages and conducts funerals for
relatives and friends. N University is neither
a religious organization nor operated as an
integral agency of a religious organization.
M is not performing the service for N pursu-
ant to an assignment or designation by his
ecclesiastical superiors. The service per-
formed by M for N University is not in the
exercise of his ministry. However, service
performed by M in performing marriages and
conducting funerals is in the exercise of his
ministry.

(3) Service performed by a duly or-
dained, commissioned, or licensed min-
ister of a church as an employee of the
United States, or a State, Territory, or
possession of the United States, or the
District of Columbia, or a foreign gov-
ernment, or a political subdivision of
any of the foregoing, is not considered
to be in the exercise of his ministry for
purposes of the tax on self-employment
income, even though such service may
involve the ministration of sacerdotal
functions or the conduct of religious
worship. Thus, for example, service
performed by an individual as a chap-
lain in the Armed Forces of the United
States is considered to be performed by
a commissioned officer in his capacity
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as such, and not by a minister in the
exercise of his ministry. Similarly,
service performed by an employee of a
State as a chaplain in a State prison is
considered to be performed by a civil
servant of the State and not by a min-
ister in the exercise of his ministry.

(d) Service in the exercise of duties re-
quired by a religious order—(1) Certificate
of election. A certificate of election
filed by a member of a religious order
(other than a member of a religious
order who has taken a vow of poverty
as a member of such order) under the
provisions of §1.1402(e)(1)-1 has applica-
tion to all duties required of him by
such order.

(2) Ezxemption. An exemption under
section 1402(e) (see  §§1.1402(e)-1A
through 1.1402(e)-4A) which is effective
with respect to a member of a religious
order (other than a member of a reli-
gious order who has taken a vow of
poverty as a member of such order) has
application only to the duties required
of him by such order.

(38) Service. For purposes of subpara-
graphs (1) and (2) of this paragraph, the
nature or extent of the duties required
of the member by the order is immate-
rial so long as it is a service which he
is directed or required to perform by
his ecclesiastical superiors.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 6978, 33 FR 15937, Oct. 30, 1968]

§1.1402(c)-6 Members of certain pro-
fessions.

(a) Periods of exclusion—(1) Tazxable
years ending before 1955. For taxable
years ending before 1955, an individual
is not engaged in carrying on a trade or
business with respect to the perform-
ance of service in the exercise of his
profession as a physician, lawyer, den-
tist, osteopath, veterinarian, chiro-
practor, naturopath, optometrist,
Christian Science practitioner, archi-
tect, certified public accountant, ac-
countant registered or licensed as an
accountant under State or municipal
law, full-time practicing public ac-
countant, funeral director, or profes-
sional engineer.

(2) Tazable years ending in 1955. Ex-
cept as provided in paragraph (b) of
this section, for a taxable year ending
in 19556 an individual is not engaged in
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carrying on a trade or business with re-
spect to the performance of service in
the exercise of his profession as a phy-
sician, lawyer, dentist, osteopath, vet-
erinarian, chiropractor, mnaturopath,
optometrist, or Christian Science prac-
titioner.

(3) Taxable years ending after 1955—@1)
Doctors of medicine. For taxable years
ending after 1955 and before December
31, 1965, and individual is not engaged
in carrying on a trade or business with
respect to the performance of service
in the exercise of his profession as a
doctor of medicine. For taxable years
ending after December 30, 1965, an indi-
vidual is engaged in carrying on a
trade or business with respect to the
performance of service in the exercise
of his profession as a doctor of medi-
cine.

(i1) Christian Science practitioners. Ex-
cept as provided in paragraph (b)(1) of
this section, for taxable years ending
after 19565 and before 1968, an individual
is not engaged in carrying on a trade or
business with respect to the perform-
ance of service in the exercise of his
profession as a Christian Science prac-
titioner. For provisions relating to the
performance of service in taxable years
ending after 1967 by an individual in
the exercise of his profession as a
Christian Science practitioner, see
paragraph (b)(2) of this section.

(b) Christian Science practitioner—(1)
Certain taxable years ending before 1968;
election. For taxable years ending after
1954 and before 1968, a Christian
Science practitioner may elect, as pro-
vided in §1.1402(e)(1)-1, to have the Fed-
eral old-age, survivors, and disability
insurance system established by title II
of the Social Security Act extended to
service performed by him in the exer-
cise of his profession as a Christian
Science practitioner. If an election is
made pursuant to §1.1402(e)(1)-1, the
Christian Science practitioner is, with
respect to the performance of service
in the exercise of such profession, en-
gaged in carrying on a trade or busi-
ness for each taxable year for which
the election is effective. An election by
a Christian Science practitioner has no
application to service performed by
him which is not in the exercise of his
profession as a Christian Science prac-
titioner.
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(2) Tazxable years ending after 1967; ex-
emption. For a taxable year ending
after 1967, a Christian Science practi-
tioner is, with respect to the perform-
ance of service in the exercise of his
profession as a Christian Science prac-
titioner, engaged in carrying on a trade
or business unless an exemption under
section 1402(e) (see §§1.1402(e)-1A
through 1.1402(e)-4A) is effective with
respect to him for the taxable year dur-
ing which the service is performed. An
exemption which is effective with re-
spect to a Christian Science practi-
tioner has no application to service
performed by him which is not in the
exercise of his profession as a Christian
Science practitioner.

(c) Meaning of terms. The designations
in this section are to be given their
commonly accepted meanings. For tax-
able years ending after 1955, an indi-
vidual who is a doctor of osteopathy,
and who is not a doctor of medicine
within the commonly accepted mean-
ing of that term, is deemed, for pur-
poses of this section, not to be engaged
in carrying on a trade or business in
the exercise of the profession of doctor
of medicine.

(d) Legal requirements. The exclusions
specified in paragraph (a) of this sec-
tion apply only if the individuals meet
the legal requirements, if any, for prac-
ticing their professions in the place
where they perform the service.

(e) Partnerships. In the case of a part-
nership engaged in the practice of any
of the designated excluded professions,
the partnership shall not be considered
as carrying on a trade or business for
the purpose of the tax on self-employ-
ment income, and none of the distribu-
tive shares of the income or loss, de-
scribed in section 702(a)(9), of such
partnership shall be included in com-
puting net earnings from self-employ-
ment of any member of the partner-
ship. On the other hand, where a part-
nership is engaged in a trade or busi-
ness not within any of the designated
excluded professions, each partner
must include his distributive share of
the income or loss, described in section
702(a)(9), of such partnership in com-
puting his net earnings from self-em-
ployment, irrespective of whether such
partner is engaged in the practice of
one or more of such professions and
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contributes his professional services to
the partnership.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 6978, 33 FR 15938, Oct. 30, 1968]

§1.1402(c)-7 Members of religious
groups opposed to insurance.

The performance of service by an in-
dividual:

(a) Who is a member of a recognized
religious sect or division thereof, and

(b) Who is an adherent of established
tenets or teachings of such sect or divi-
sion by reason of which he is conscien-
tiously opposed to acceptance of the
benefits of any private or public insur-
ance which makes payments in the
event of death, disability, old age, or
retirement or makes payments toward
the cost of, or provides services for,
medical care (including the benefits of
any insurance system established by
the Social Security Act),

during any taxable year for which he is
granted a tax exemption, pursuant to
section 1402(h), does not constitute a
trade or business within the meaning
of section 1402(c) and §1.1402(c)-1. See
also §§1.1402(h) and 1.1402(h)-1.

[T.D. 6993, 34 FR 830, Jan. 18, 1969]

§1.1402(d)-1 Employee and wages.

For the purpose of the tax on self-em-
ployment income, the term ‘‘em-
ployee” and the term ‘‘wages’ shall
have the same meaning as when used in
the Federal Insurance Contributions
Act. For an explanation of these terms,
see Subpart B of Part 31 of this chapter
(Employment Tax Regulations).

§1.1402(e)-1A Application of regula-
tions under section 1402(e).

The regulations in §§1.1402(e)-2A
through 1.1402(e)-4A relate to section
1402(e) as amended by section 115(b)(2)
of the Social Security Amendments of
1967 (81 Stat. 839) and apply to taxable
years ending after 1967. Section
1.1402(e)-5A reflects changes made by
section 1704(a) of the Tax Reform Act
of 1986 (100 Stat. 2085, 2779) and applies
to applications for exemption under
section 1402(e) filed after December 31,
1986. For regulations under section
1402(e) (as in effect prior to amendment
by the Social Security Amendments of
1967) applicable to taxable years ending
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before 1968, see §§1.1402(e)(1)-1 through
1.1402(e)(6)-1.

[T.D. 8221, 53 FR 33461, Aug. 31, 1988]

§1.1402(e)-2A Ministers, members of
religious orders and Christian
Science practitioners; application
for exemption from self-employ-
ment tax.

(a) In general. (1) Subject to the limi-
tations set forth in subparagraphs (2)
and (3) of this paragraph, any indi-
vidual who is (i) a duly ordained, com-
missioned, or licensed minister of a
church or a member of a religious order
(other than a member of a religious
order who has taken a vow of poverty
as a member of such order) or (ii) a
Christian Science practitioner may re-
quest an exemption from the tax on
self-employment income (see section
1401 and §1.1401-1) with respect to serv-
ices performed by him in his capacity
as a minister or member, or as a Chris-
tian Science practitioner, as the case
may be. Such a request shall be made
by filing an application for exemption
on Form 4361 in the manner provided in
paragraph (b) of this section and within
the time specified in §1.1402(e)-3A. For
provisions relating to the taxable year
or years for which an exemption from
the tax on self-employment income
with respect to service performed by a
minister or member or a Christian
Science practitioner in his capacity as
such is effective, see §1.1402(e)-4A. For
additional provisions applicable to
services performed by individuals re-
ferred to in this subparagraph, see
paragraph (e) of §1.1402(c)-3 and
§1.1402(c)-5 relating to ministers and
members of religious orders, and para-
graphs (a)(3)(ii) and (b) of §1.1402(c)-6
relating to Christian Science practi-
tioners.

(2) The application for exemption
shall contain, or there shall be filed
with such application, a statement to
the effect that the individual making
application for exemption is conscien-
tiously opposed to, or because of reli-
gious principles is opposed to, the ac-
ceptance (with respect to services per-
formed by him in his capacity as a
minister, member, or Christian Science
practitioner) of any public insurance
which makes payments in the event of
death, disability, old age, or retirement



§1.1402(e)-3A

or makes payments toward the cost of,
or provides services for, medical care
(including the benefits of any insur-
ance system established by the Social
Security Act). Thus, ministers, mem-
bers of religious orders, and Christian
Science practitioners requesting ex-
emption from social security coverage
must meet either of two alternative
tests: (1) A religious principles test
which refers to the institutional prin-
ciples and discipline of the particular
religious denomination to which he be-
longs, or (2) a conscientious opposition
test which refers to the opposition be-
cause of religious considerations of in-
dividual ministers, members of reli-
gious orders, and Christian Science
practitioners (rather than opposition
based upon the general conscience of
any such individual or individuals).
The term ‘‘public insurance”, as used
in section 1402(e) and this paragraph,
refers to governmental, as distin-
guished from private, insurance and
does not include insurance carried with
a commercial insurance carrier. To be
eligible to file an application for ex-
emption on Form 4361, a minister,
member, or Christian Science practi-
tioners need not be opposed to the ac-
ceptance of all public insurance mak-
ing payments of this specified type; he
must, however, be opposed on religious
grounds to the acceptance of any such
payment which, in whole or in part, is
based on, or measured by earnings
from, services performed by in his ca-
pacity as a minister or member (see
§1.1402(c)-5) or in his capacity as a
Christian Science practitioner (see
paragraph (b)(2) of §1.1402(c)-6). For ex-
ample, a minister performing service in
the exercise of his ministry may be eli-
gible to file an application for exemp-
tion on Form 4361 even though he is
not opposed to the acceptance of bene-
fits under the Social Security Act with
respect to service performed by him
which is not in the exercise of his min-
istry.

(3) An exemption from the tax im-
posed on self-employment income with
respect to service performed by a min-
ister, member, or Christian Science
practitioner in his capacity as such
may not be granted to a minister,
member, or practitioner who (in ac-
cordance with the provisions of section
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1402(e) as in effect prior to amendment
by section 115(b)(2) of the Social Secu-
rity Amendments of 1967 (81 Stat. 839))
filed a valid waiver certificate on Form
2031 electing to have the Federal old-
age, survivors, and disability insurance
system establish by title II of the So-
cial Security Act extended to service
performed by him in the exercise of his
ministry or in the exercise of duties re-
quired by the order of which he is a
member, or in the exercise of his pro-
fession as a Christian Science practi-
tioner. For provisions relating to waiv-
er certificates on Form 2031, see
§§1.1402(e)(1)-1 through 1.1402(e)(6)-1.

(b) Application for exemption. An ap-
plication for exemption on Form 4361
shall be filed in triplicate with the in-
ternal revenue officer or the internal
revenue office, as the case may be, des-
ignated in the instructions relating to
the application for exemption. The ap-
plication for exemption must be filed
within the time prescribed in
§1.1402(e)-3A. If the last original Fed-
eral income tax return of an individual
to whom paragraph (a) of this section
applies which was filed before the expi-
ration of such time limitation for fil-
ing an application for exemption shows
no liability for tax on self-employment
income, such return will be treated as
an application for exemption, provided
that before February 28, 1975 such indi-
vidual also files a properly executed
Form 4361.

(c) Approval of application for exemp-
tion. The filing of an application for ex-
emption on Form 4361 by a minister, a
member of a religious order, or a Chris-
tian Science practitioner does not con-
stitute an exemption from the tax on
self-employment income with respect
to services performed by him in his ca-
pacity as a minister, member, or prac-
titioner. The exemption is granted only
if the application is approved by an ap-
propriate internal revenue officer. See
§1.1402(e)—4A relating to the period for
which an exemption is effective.

[T.D. 7333, 39 FR 44448, Dec. 24, 1974; 39 FR
45216, Dec. 31, 1974]

§1.1402(e)-3A Time limitation for fil-
ing application for exemption.

(a) General rule. (1) Any individual re-

ferred to in paragraph (a) of §1.1402(e)-

2A who desires an exemption from the
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tax on self-employment income with
respect to service performed by him in
his capacity as a minister or member
of a religious order or as a Christian
Science practitioner must file the ap-
plication for exemption (Form 4361)
prescribed by §1.1402(e)-2A on or before
whichever of the following dates is
later:

(i) The due date of the income tax re-
turn (see section 6072), including any
extension thereof (see section 6081), for
his second taxable year ending after
1967, or

(ii) The due date of the income tax
return, including any extension there-
of, for his second taxable year begin-
ning after 1953 for which he has net
earnings from self-employment of $400
or more, any part of which:

(a) In the case of a duly ordained,
commissioned, or licensed minister of a
church, consists of remuneration for
service performed in the exercise of his
ministry,

(b) In the case of a member of a reli-
gious order who has not taken a vow of
poverty as a member of such order,
consists of remuneration for service
performed in the exercise of duties re-
quired by such order, or

(¢) In the case of a Christian Science
practitioner, consists of remuneration
for service performed in the exercise of
his profession as a Christian Science
practitioner.

See paragraph (c) of this section for
provisions relating to the computation
of net earnings from self-employment.

(2) If a minister, a member of a reli-
gious order, or a Christian Science
practitioner derives gross income in a
taxable year both from service per-
formed in such capacity and from the
conduct of another trade or business,
and the deductions allowed by Chapter
1 of the Internal Revenue Code which
are attributable to the gross income
derived from service performed in such
capacity equal or exceed the gross in-
come derived from service performed in
such capacity, no part of the net earn-
ings from self-employment (computed
as prescribed in paragraph (c) of this
section) for the taxable year shall be
considered as derived from service per-
formed in such capacity.

(3) The application of the rules set
forth in subparagraphs (1) and (2) of
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this paragraph may be illustrated by
the following examples:

Example (1). M, who makes his income tax
returns on a calendar year basis, was or-
dained as a minister in January 1960. During
each of two or more taxable years ending be-
fore 1968 M has net earnings from self-em-
ployment in excess of $400 some part of
which is from service performed in the exer-
cise of his ministry. M has not filed an effec-
tive waiver certificate on Form 2031 (see
paragraph (a)(3) of §1.1402(e)-2A). If M desires
an exemption from the tax on self-employ-
ment income with respect to service per-
formed in the exercise of his ministry, he
must file an application for exemption on or
before the due date of his income tax return
for 1969 (his second taxable year ending after
1967), or any extension thereof.

Example (2). M, who makes his income tax
returns on a calendar year basis, was or-
dained as a minister in January 1966. M has
net earnings of $350 for the taxable year 1966
and has net earnings in excess of $400 for
each of his taxable years 1967 and 1968 (some
part or all of which is derived from service
performed in the exercise of his ministry). M
has not filed an effective waiver certificate
on Form 2031 (see paragraph (a)3) of
§1.1402(e)-2A). If M desires an exemption
from the tax on self-employment income
with respect to service performed in the ex-
ercise of his ministry, he must file an appli-
cation for exemption on or before the due
date of his income tax return for 1969 (his
second taxable year ending after 1967), or any
extension thereof.

Example (3). Assume the same facts as in
example (2) except that M has net earnings
in excess of $400 for each of his taxable years
1967 and 1969 (but less than $400 in 1968). The
application for exemption must be filed on or
before the due date of his income tax return
for 1969, or any extension thereof.

Example (4). M was ordained as a minister
in May 1973. During each of the taxable years
1973 and 1975, M, who makes his income tax
returns on a calendar year basis, derives net
earnings in excess of $400 from his activities
as a minister. M has net earnings of $350 for
the taxable year 1974, $200 of which is derived
from service performed by him in the exer-
cise of his ministry. If M desires an exemp-
tion from the tax on self-employment in-
come with respect to service performed in
the exercise of his ministry, he must file an
application for exemption on or before the
due date of his income tax return for 1975, or
any extension thereof.

Example (5). M, who was ordained a min-
ister in January 1973, is employed as a tool-
maker by the XYZ Corporation for the tax-
able years 1973 and 1974 and also engages in
activities as a minister on weekends. M
makes his income tax returns on the basis of
a calendar year. During each of the taxable
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years 1973 and 1974 M receives wages of
$14,000 from the XYZ Corporation and derives
net earnings of $400 from his activities as a
minister. If M desires an exemption from the
tax on self-employment income with respect
to service performed in the exercise of his
ministry, he must file an application for ex-
emption on or before the due date of his in-
come tax return for 1974, or any extension
thereof. It should be noted that although by
reason of section 1402(b)(1) (G) and (H) no
part of the $400 represents ‘‘self-employment
income’’, nevertheless the entire $400 con-
stitutes ‘‘net earnings from self-employ-
ment’’ for purposes of fulfilling the require-
ments of section 1402(e)(2).

Example (6). M, who files his income tax re-
turns on a calendar year basis, was ordained
as a minister in March 1973. During 1973 he
receives $410 for service performed in the ex-
ercise of his ministry. In addition to his min-
isterial services, M is engaged during the
year 1973 in a mercantile venture from which
he derives net earnings from self-employ-
ment in the amount of $4,000. The expenses
incurred by him in connection with his min-
isterial services during 1973 and which are al-
lowable deductions under Chapter 1 of the In-
ternal Revenue Code amount to $410. During
1974 and 1975, M has net earnings from self-
employment in amounts of $4,600 and $4,800,
respectively, and some part of each of these
amounts is from the exercise of his ministry.
The deductions allowed in each of the years
1974 and 1975 by Chapter 1 which are attrib-
utable to the gross income derived by M
from the exercise of his ministry in each of
such years, respectively, do not equal or ex-
ceed such gross income in such year. If M de-
sires an exemption from the tax on self-em-
ployment income with respect to service per-
formed in the exercise of his ministry, he
must file an application for exemption on or
before the due date of his income tax return
for 1975, or an extension thereof.

(b) Effect of death. The right of an in-
dividual to file an application for ex-
emption shall cease upon his death.
Thus, the surviving spouse, adminis-
trator, or executor of a decedent shall
not be permitted to file an application
for exemption for such decedent.

(c) Computation of met earnings—(1)
Taxable years ending before 1968. For
purposes of this section net earnings
from self-employment for taxable years
ending before 1968 shall be determined
without regard to the fact that, with-
out an election under section 1402(e) (as
in effect prior to amendment by sec-
tion 115(b)(2) of the Social Security
Amendments of 1967, see §1.1402(e)-1A),
the performance of services by a duly
ordained, commissioned, or licensed
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minister of a church in the exercise of
his ministry, or by a member of a reli-
gious order in the exercise of duties re-
quired by such order, or the perform-
ance of service by an individual in the
exercise of his profession as a Christian
Science practitioner, does not con-
stitute a trade or business for purposes
of the tax on self-employment income.

(2) Taxable years ending after 1967. For
purposes of this section and §1.1402(e)-
4A net earnings from self-employment
for taxable years ending after 1967 shall
be determined without regard to sec-
tion 1402(c) (4) and (5). See §1.1402(c)-
3(e)(2) and §1.1402(c)-5 relating to min-
isters and members of religious orders,
and paragraphs (a)(3)(ii) and (b) of
§1.1402(c)-6 relating to Christian
Science practitioners.

[T.D. 7333, 39 FR 44449, Dec. 24, 1974]

§1.1402(e)-4A Period for which exemp-
tion is effective.

(a) In general. If an application for ex-
emption on Form 4361:

(1) Is filed by a minister, a member of
a religious order, or a Christian
Science practitioner eligible to file
such an application (see particularly
paragraph (a) (2) and (3) of §1.1402(e)—
2A), and

(2) Is approved (see paragraph (c) of
§1.1402(e)-2A),

the exemption from the tax on self-em-
ployment income shall be effective for
the first taxable year ending after 1967
for which such minister, member, or
practitioner has net earnings from self-
employment of $400 or more any part of
which was derived from the perform-
ance of service in his capacity as a
minister, member, or practitioner, and
for all succeeding taxable years. See,
however, paragraphs (b)(1)(ii) and (d)(2)
of §1.1402(c)-b relating to ministers and
members of religious orders and para-
graph (b)(2) of §1.1402(c)-6 relating to
Christian Science practitioners.

(b) Exemption irrevocable. An exemp-
tion granted to a minister, a member
of a religious order, or a Christian
Science practitioner pursuant to the
provisions of section 1402(e) is irrev-
ocable.

[T.D. 7333, 39 FR 44450, Dec. 24, 1974]
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§1.1402(e)-5A Applications for exemp-
tion from self-employment taxes
filed after December 31, 1986, by
ministers, certain members of reli-
gious orders, and Christian Science
practitioners.

(a) In general. (1) Except as provided
in paragraph (a)(2) of this section, this
section applies to any individual who is
a duly ordained, commissioned, or li-
censed minister of a church, member of
a religious order (other than a member
of a religious order who has taken a
vow of poverty as a member of such
order), or a Christian Science practi-
tioner who files an application after
December 31, 1986, for exemption from
the tax on self-employment income
(see section 1401 and 1.1401-1) with re-
spect to services performed by him or
her in his or her capacity as a minister,
member, or practitioner pursuant to
§§1.1402(e)-2A through 1.1402(e)-4A. This
section does not apply to applications
for exemption under section 1402(e)
that are filed before January 1, 1987.

(2) Application of this section to Chris-
tian Science practitioners. Paragraph (b)
of this section does not apply to Chris-
tian Science practitioners. Thus, Chris-
tian Science practitioners filing appli-
cations for exemption from self-em-
ployment taxes under section 1402(e)
should follow the procedures set forth
in §§1.1402(e)-2A through 1.1402(e)-4A,
and are not required to include the
statement described in paragraph
(b)(1)(ii) of this section. However, see
paragraph (c) of this section for
verification procedures with respect to
applications for exemption from self-
employment taxes filed after December
31, 1986, by Christian Science practi-
tioners.

(b) Church or order must be informed—
(1) In general. Any individual, other
than a Christian Science practitioner,
who files an application for exemption
from the tax on self-employment in-
come under section 1402(e) after De-
cember 31, 1986:

(i) Shall file such application in ac-
cordance with the procedures set forth
in §§1.1402(e)-2A through 1.1402(e)-4A,
and

(ii) Shall include with such applica-
tion a statement to the effect that the
individual making application for ex-
emption has informed the ordaining,
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commissioning, or licensing body of
the church or order that he or she is
opposed to the acceptance (for services
performed as a minister or member of a
religious order not under a vow of pov-
erty) of any public insurance that
makes payments in the event of death,
disability, old age, or retirement, or
that makes payments toward the cost
of, or provides services for, medical
care (including the benefits of any in-
surance system established by the So-
cial Security Act).

(2) Statement to be filed with form. If
the form provided by the Service for
applying for exemption under 1402(e)
does not contain the statement set
forth in paragraph (b)(1)(ii) of this sec-
tion, any individual required to include
this statement with his or her applica-
tion under this paragraph (b) shall file
such statement with the individual’s
application at the time and place pre-
scribed for filing such application
under §§1.1402(e)-2A and 1.1402(e)-3A.
The statement shall contain the infor-
mation set forth in paragraph (b)(1)(ii)
of this section and shall be signed by
such individual under penalties of per-
jury.

(c) Verification of application—(1) In
general. The Service will approve an ap-
plication for an exemption filed by an
individual to whom this section applies
only after verifying that the individual
applying for the exemption is aware of
the grounds on which the individual
may receive an exemption under sec-
tion 1402(e) (See §1.1402(e)-2A) and that
the individual seeks exemption on such
grounds in accordance with the proce-
dures set forth in paragraph (c)(2) of
this section.

(2) Verification procedure. Upon re-
ceipt of an application for exemption
from self-employment taxes under sec-
tion 1402(e) and this section, the Serv-
ice will mail to the applicant a state-
ment that describes the grounds on
which an individual may receive an ex-
emption under section 1402(e). The indi-
vidual filing the application shall cer-
tify that he or she has read the state-
ment and that he or she seeks exemp-
tion from self-employment taxes on
the grounds listed in the statement.
The certification shall be made by
signing a copy of the statement under
penalties of perjury and mailing the
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signed copy to the Service Center from
which the statement was issued not
later than 90 days after the date on
which the statement was mailed to the
individual. If the signed copy of the
statement is not mailed to the Service
Center within 90 days of the date on
which the statement was mailed to the
individual, that individual’s exemption
will not be effective until the date that
the signed copy of the statement is re-
ceived at the Service Center.

[T.D. 8136, 52 FR 12162, Apr. 15, 1987, redesig-
nated and amended at T.D. 8221, 53 FR 33461,
Aug. 31, 1988]

§1.1402(e)(1)-1 Election by ministers,
members of religious orders, and
Christian Science practitioners for
self-employment coverage.

(a) In general. Any individual who is
(1) a duly ordained, commissioned, or
licensed minister of a church or a
member of a religious order (other than
a member of a religious order who has
taken a vow of poverty as a member of
such order) or (2) a Christian Science
practitioner may elect to have the Fed-
eral old-age, survivors, and disability
insurance system established by title IT
of the Social Security Act extended to
service performed by him in the exer-
cise of his ministry or in the exercise
of duties required by such order, or in
the exercise of his profession as a
Christian Science practitioner, as the
case may be. Such an election shall be
made by filing a certificate on Form
2031 in the manner provided in para-
graph (b) of this section and within the
time specified in §1.1402(e)(2)-1. If a
minister or member to whom this sec-
tion has application, or a Christian
Science practitioner, makes an elec-
tion by filing Form 2031 such individual
shall, for each taxable year for which
the election is effective (see
§1.1402(e)(3)-1), be considered as car-
rying on a trade or business with re-
spect to the performance of service in
his capacity as a minister or member,
or as a Christian Science practitioner,
as the case may be.

(b) Waiver certificate. The certificate
on Form 2031 shall be filed in triplicate
with the district director of internal
revenue for the internal revenue dis-
trict in which is located the legal resi-
dence or principal place of business of
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the individual who executes the certifi-
cate. If such individual has no legal
residence or principal place of business
in any internal revenue district, the
certificate shall be filed with the Di-
rector of International Operations, In-
ternal Revenue Service, Washington,
DC 20225, or at such other address as is
designated in the instructions relating
to the certificate. The certificate must
be filed within the time prescribed in
§1.1402(e)(2)-1. If an individual to whom
paragraph (a) of this section has appli-
cation submits to a district director of
internal revenue a dated and signed
statement indicating that he desires to
have the Federal old-age, survivors,
and disability insurance system estab-
lished by title II of the Social Security
Act extended to his services, such
statement will be treated as a waiver
certificate, if filed within the time
specified in §1.1402(e)(2)-1, provided
that without unnecessary delay such
statement is supplemented by a prop-
erly executed Form 2031. An applica-
tion for a social security account num-
ber filed on Form SS-5 or the filing of
an income tax return showing an
amount representing self-employment
income or self-employment tax shall
not be construed to constitute an elec-
tion referred to in §1.1402(e)(1)-1.

§1.1402(e)(2)-1 Time limitation for fil-
ing waiver certificate.

(a) General rule. (1) Any individual re-
ferred to in §1.1402(e)(1)-1 who desires
to have the Federal old-age, survivors,
and disability insurance system estab-
lished by title II of the Social Security
Act extended to his services must file
the waiver certificate (Form 2031) pre-
scribed by §1.1402(e)(1)-1 on or before
whichever of the following dates is
later:

(i) The due date of the income tax re-
turn (see section 6072), including any
extension thereof (see section 6081), for
his second taxable year ending after
1963; or

(ii) The due date of the income tax
return, including any extension there-
of, for his second taxable year ending
after 1954 for which he has net earnings
from self-employment (computed as
prescribed in paragraph (c) of this sec-
tion) of $400 or more, any part of
which:
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(a) In the case of a duly ordained,
commissioned, or licensed minister of a
church, consists of remuneration for
service performed in the exercise of his
ministry,

(b) In the case of a member of a reli-
gious order who has not taken a vow of
poverty as a member of such order,
consists of remuneration for service
performed in the exercise of duties re-
quired by such order, or

(c) In the case of a Christian Science
practitioner, consists of remuneration
for service performed in the exercise of
his profession as a Christian Science
practitioner.

(2) If a minister, a member of a reli-
gious order, or a Christian Science
practitioner derives gross income in a
taxable year both from service per-
formed in such capacity and from the
conduct of another trade or business,
and the deductions allowed by chapter
1 of the Internal Revenue Code which
are attributable to the gross income
derived from service performed in such
capacity equal or exceed the gross in-
come derived from service performed in
such capacity, no part of the net earn-
ings from self-employment (computed
as prescribed in paragraph (c) of this
section) for the taxable year shall be
considered as derived from service per-
formed in such capacity.

(3) The application of the rules set
forth in subparagraphs (1) and (2) of
this paragraph may be illustrated by
the following examples:

Example (I1). M was ordained as a minister
in May 1963. During each of the taxable years
1963 and 1966, M, who makes his income tax
returns on a calendar year basis, derives net
earnings in excess of $400 from his activities
as a minister. M has net earnings of $350 for
each of the taxable years 1964 and 1965, $200
of which is derived from service performed
by him as a minister. If M wishes to have the
Federal old-age, survivors, and disability in-
surance system established by title II of the
Social Security Act extended to his service
as a minister, he must file the waiver certifi-
cate on or before the due date of his income
tax return for 1966, or any extension thereof.

Example (2). M, who was ordained a min-
ister in January 1965, is employed as a tool-
maker by the XYZ Corporation for the tax-
able years 1965 and 1966 and also engages in
activities as a minister on weekends. M
makes his income tax return on the basis of
a calendar year. During each of the taxable
years 1965 and 1966, M receives wages of $4,800
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from the XYZ Corporation and derives $400
(all of which constitutes net earnings from
self-employment computed as prescribed in
paragraph (c) of this section) from his activi-
ties as a minister. In such case if M wishes
to have the Federal old-age, survivors, and
disability insurance system established by
title II of the Social Security Act extended
to his services as a minister, he must file the
waiver certificate on or before the due date
of his income tax return for 1966, or any ex-
tension thereof. A waiver certificate filed
after such date will be invalid. It should be
noted that although by reason of section
1402(b)(1)(C) no part of the $400 for the tax-
able year 1965 represents ‘‘self-employment
income’, nevertheless the entire $400 con-
stitutes ‘‘net earnings from self-employ-
ment’’ for purposes of fulfilling the require-
ments of section 1402(e)(2).

Example (3). M, who files his income tax re-
turns on a calendar year basis, was ordained
as a minister in June 1964. During 1964 he re-
ceives $410 for services performed in the ex-
ercise of his ministry. In addition to his min-
isterial services, M is engaged during the
yvear 1964 in a mercantile venture from which
he derives net earnings from self-employ-
ment in the amount of $1,000. The expenses
incurred by him in connection with his min-
isterial services during 1964 and which are al-
lowable deductions under Chapter 1 of the In-
ternal Revenue Code amount to $410. During
1965 and 1966, M has net earnings from self-
employment in amounts of $1,200 and $1,500,
respectively, and some part of each of these
amounts is from the exercise of his ministry.
The deductions allowed in each of the years
1965 and 1966 by Chapter 1 which are attrib-
utable to the gross income derived by M
from the exercise of his ministry in each of
such years, respectively, do not equal or ex-
ceed such gross income in such year. If M
wishes to have the Federal old-age, sur-
vivors, and disability insurance system es-
tablished by title II of the Social Security
Act extended to his service as a minister, he
must file a waiver certificate on or before
the due date of his income tax return (in-
cluding any extension thereof) for 1966.

Example (4). M, a licensed minister who
makes his income tax returns on the basis of
a calendar year, derived net earnings of $400
or more from the exercise of his ministry for
two or more of the taxable years 1955 to 1965,
inclusive. In such case, if M wishes to have
the Federal old-age, survivors, and disability
insurance system established by title II of
the Social Security Act extended to his serv-
ices as a minister, he must file the waiver
certificate on or before the due date (April
15, 1966) prescribed for filing his income tax
return for 1965, or any extension thereof. A
waiver certificate filed after such date will
be invalid.
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(b) Effect of death. Except as provided
in §§1.1402(e)(5)-1, 1.1402(e) (5)-2, and
1.1402(e)(6)-1, the right of an individual
to file a waiver certificate shall cease
from his death. Thus, except as pro-
vided in such sections, the surviving
spouse, administrator, or executor of a
decedent shall not be permitted to file
a waiver certificate for such decedent.

(c) Computation of net earnings without
regard to election. For the purpose of
this section net earnings from self-em-
ployment shall be determined without
regard to the fact that, without an
election under section 1402(e), the per-
formance of services by a duly or-
dained, commissioned, or licensed min-
ister of a church in the exercise of his
ministry, or by a member of a religious
order in the exercise of duties required
by such order, or the performance of
service by an individual in the exercise
of his profession as a Christian Science
practitioner, does not constitute a
trade or business for purposes of the
tax on self-employment income.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 6978, 33 FR 15938, Oct. 30, 1968]

§1.1402(e)(3)-1 Effective date of waiv-
er certificate.

(a) Filed before August 31, 1957—Q) In
general. A certificate on Form 2031 filed
by an individual before August 31, 1957,
in accordance with the provisions of
section 1402(e) in effect at the time the
certificate is filed, shall be effective for
the first taxable year with respect to
which it is filed, and all subsequent
taxable years. In order for a certificate
filed by an individual before August 31,
1957, to be effective under section
1402(e), the certificate must be made ef-
fective for either the first or second
taxable year ending after 1954 in which
the individual has net earnings from
self-employment of $400 or more (deter-
mined as provided in paragraph (c) of
§1.1402(e)(2)-1) some part of which is de-
rived from service of the character
with respect to which an election may
be made. However, a certificate on
Form 2031, filed before August 31, 1957,
even though filed within the time spec-
ified in paragraph (a)(1)(ii) of
§1.1402(e)(2)-1, may not be effective, ex-
cept as provided in subparagraph (2) of
this paragraph, for any taxable year
with respect to which the due date for
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filing the individual’s income tax re-
turn (including any extension thereof)
has expired at the time such certificate
is filed. Further, a certificate on Form
2031 may not be effective for any tax-
able year ending before 1955. In order
for a certificate filed before August 31,
1957, except for the filing of a supple-
mental certificate, to be effective for
the first or second taxable year ending
after 1954 in which the individual has
net earnings from self-employment (de-
termined as provided in paragraph (c)
of §1.1402(e)(2)-1) some part of which is
derived from service of the character
with respect to which an election may
be made, the certificate on Form 2031
must be filed on or before the due date
for filing the income tax return of the
individual for such first or second tax-
able year, respectively, or any exten-
sion thereof.

(2) Supplemental certificates—(1) Filed
before due date of 1958 return. If under
subparagraph (1) of this paragraph the
certificate is effective only for the in-
dividual’s third or fourth taxable year
ending after 1954 and all succeeding
taxable years, the individual may
make such a certificate effective for
his first taxable year ending after 1955
and all succeeding taxable years by fil-
ing a supplemental certificate on Form
2031. To be valid the supplemental cer-
tificate must be filed after August 30,
1957, and on or before the due date of
the return (including any extension
thereof) for his second taxable year
ending after 1956 and must be otherwise
in accordance with §1.1402(e)(1)-1.

Example. M, who files his income tax re-
turns on a calendar year basis, was ordained
as a minister in 1956, and his net earnings
from service performed in the exercise of his
ministry during such year were $400 or more.
M had no net earnings from the exercise of
his ministry during 1957. On July 15, 1957, M
filed a waiver certificate and indicated
thereon that it was to become effective for
the taxable year 1958. At the time of filing,
the certificate was effective for 1958 and all
succeeding taxable years. Since the certifi-
cate was not filed on or before April 15, 1957
(the due date of M’s income tax return for
the taxable year 1956), and since there was no
extension of time for filing his 1956 income
tax return, the certificate was not, at the
time of filing, effective for the taxable year
1956. M files a supplemental certificate on
April 15, 1958. By the filing of the supple-
mental certificate, the certificate filed by M
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on July 15, 1957, was made effective for the
yvear 1956 and all succeeding taxable years.

(ii) Filed after September 13, 1960, and
on or before April 16, 1962. If under sub-
paragraph (1) of this paragraph the cer-
tificate is effective only for the indi-
vidual’s first taxable year ending after
1956 and all succeeding taxable years,
the individual may make such certifi-
cate effective for his first taxable year
ending after 1955 and all succeeding
taxable years by:

(a) Filing a supplemental certificate
on Form 2031 after September 13, 1960,
and before April 17, 1962;

(b) Paying on or before April 16, 1962,
the tax under section 1401 in respect of
all the individual’s self-employment in-
come (except for underpayments of tax
attributable to errors made in good
faith) for his first taxable year ending
after 1955; and

(c) By repaying on or before April 16,
1962, the amount of any refund (includ-
ing any interest paid under section
6611) that has been made of any such
tax which (but for section 1402(e)(3)(B))
is an overpayment.

Any payment or repayment described
in section 1402(e)(3)(B) and in this sub-
paragraph shall not constitute an over-
payment within the meaning of section
6401 which relates to amounts treated
as overpayments. See section 6401 and
the regulations thereunder in part 301
of this chapter (Regulations on Proce-
dure and Administration).

Example. M, who files his income tax re-
turns on a calendar year basis, was ordained
as a minister in 1956, and his net earnings
from service performed in the exercise of his
ministry during each of the years 1956 and
1957 were $400 or more. On July 15, 1957, M
filed a waiver certificate which became effec-
tive, at the time of filing, for 1957 and all
succeeding taxable years. Since the certifi-
cate was not filed on or before April 15, 1957
(the due date of M’s income tax return for
the taxable year 1956), and since there was no
extension of time for filing his 1956 income
tax return, the certificate was not, at the
time of filing, effective for the taxable year
1956. M files a supplemental certificate on
April 17, 1961. If, in addition to the filing of
the supplemental certificate, M pays on or
before April 16, 1962, the self-employment tax
in respect of all his self-employment income
(except for underpayments of tax attrib-
utable to errors made in good faith) for his
taxable year 1956, and repays, on or before
April 16, 1962, the amount of any refund (in-
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cluding any interest paid under section 6611)
that has been made of any such tax which
(but for section 1402(e)(3)(B)) is an overpay-
ment, the certificate filed by M on July 15,
1957, becomes effective for the year 1956 and
all succeeding taxable years.

(b) Filed after August 30, 1957, and be-
fore the due date of the 1958 return. A
certificate on Form 2031 filed by an in-
dividual after August 30, 1957, but on or
before the due date of the return (in-
cluding any extension thereof) for his
second taxable year ending after 1956,
in accordance with the provisions of
section 1402(e) in effect at the time the
certificate is filed, shall be effective for
his first taxable year ending after 1955,
and all subsequent taxable years.

(c) Filed after due date of 1958 return—
(1) In general. Except as otherwise pro-
vided in §1.1402(e)(5)-1 (applicable to
certificates filed within the period Sep-
tember 14, 1960, to April 16, 1962, inclu-
sive) and in subparagraphs (2) and (3) of
this paragraph, a certificate on Form
2031 filed by an individual in accord-
ance with the provisions of
§§1.1402(e)(1)-1 and 1.1402(e)(2)-1, inclu-
sive, after the due date of the return
(including any extension thereof) for
his second taxable year ending after
1956 shall be effective for the taxable
year immediately preceding the ear-
liest taxable year for which, at the
time the certificate is filed, the period
for filing a return (including any exten-
sion thereof) has not expired, and for
all succeeding taxable years.

Example. M, a duly ordained minister of a
church, makes his income tax returns on the
basis of a calendar year. M has not been
granted an extension of time for filing any
return. On April 15, 1963, the due date of his
income tax return for 1962, M files a waiver
certificate pursuant to §1.1402(e)(1)-1 and
within the time Ilimitation set forth in
§1.1402(e)(2)-1. On April 15, 1963, the year 1962
is the earliest taxable year for which the pe-
riod for filing a return has not expired. Con-
sequently, M’s certificate is effective for 1961
and all succeeding taxable years. M must re-
port and pay any self-employment tax due
for 1961 and 1962. (The tax, if any, for 1962 is
due on April 15, 1963.) Inasmuch as the due
date of the tax for 1961 is April 16, 1962, M
must pay interest on any tax due for 1961.
For provisions relating to such interest, see
§301.6601-1 of Part 301 of this chapter (Regu-
lations on Procedure and Administration).

(2) Filed after October 13, 1964, and on
or before the due date of return for second
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taxable year ending after 1962. A certifi-
cate on Form 2031 filed by an indi-
vidual in accordance with the provi-
sions of §§1.1402(e)(1)-1 and 1.1402(e)(2)—
1, inclusive, after October 13, 1964, and
on or before the due date of the return
(including any extension thereof) for
his second taxable year ending after
1962 (April 15, 1965, in the case of a cal-
endar year taxpayer who has not been
granted an extension of time for filing
his income tax return for 1964) shall be
effective for his first taxable year end-
ing after 1961 and all succeeding tax-
able years.

Example. M, a duly ordained minister of a
church, makes his income tax returns on the
basis of a calendar year. M has not been
granted an extension of time for filing any
return. On April 15, 1965, the due date of his
income tax return for 1964, M files a waiver
certificate pursuant to §1.1402(e)(1)-1 and
within the time Ilimitation set forth in
§1.1402(e)(2)-1. M’s certificate is effective for
1962 and all succeeding taxable years, and he
must report and pay any self-employment
tax due for 1962, 1963, and 1964. (The tax, if
any, for 1964 is due on April 15, 1965.) Inas-
much as the due dates of the tax for 1962 and
1963 are April 15, 1963, and April 15, 1964, re-
spectively, M must pay interest on any tax
due for 1962 or 1963. For provisions relating
to such interest, see §301.6601-1 of Part 301 of
this chapter (Regulations on Procedure and
Administration).

(3) Filed after July 30, 1965, and on or
before the due date of return for second
taxable year ending after 1963. A certifi-
cate on Form 2031 filed by an indi-
vidual in accordance with the provi-
sions of §§1.1402(e)(1)-1 and 1.1402(e)(2)-
1, inclusive, after July 30, 1965, and on
or before the due date of the return (in-
cluding any extension thereof) for his
second taxable year ending after 1963
(Apr. 15, 1966, in the case of a calendar
year taxpayer who has not been grant-
ed an extension of time for filing his
income tax return for 1965) shall be ef-
fective for his first taxable year ending
after 1962 and all succeeding taxable
years.

Example. M, a duly ordained minister of a
church, makes his income tax returns on the
basis of a calendar year. M has not been
granted an extension of time for filing any
return. On April 15, 1966, the due date of his
income tax return for 1965, M files a waiver
certificate pursuant to §1.1402(e)(1)-1 and
within the time limitation set forth in
§1.1402(e)(2)-1. M’s certificate is effective for
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1963 and all succeeding taxable years, and he
must report and pay any self-employment
tax due for 1963, 1964, and 1965. (The tax, if
any, for 1965 is due on April 15, 1966.) Inas-
much as the due dates of the tax for 1963 and
1964 are April 15, 1964, and April 15, 1965, re-
spectively, M must pay interest on any tax
due for 1963 or 1964. For provisions relating
to such interest, see §301.6601-1 of Part 301 of
this chapter (Regulations on Procedure and
Administration).

(d) Election irrevocable. An election
which has become effective pursuant to
this section is irrevocable. A certifi-
cate may not be withdrawn after June
30, 1961.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 6978, 33 FR 15939, Oct. 30, 1968]

§1.1402(e)(4)-1 Treatment of certain
remuneration paid in 1955 and 1956
as wages.

If in 1955 or 1956 an individual was
paid remuneration for service described
in section 3121(b)(8)(A) which was erro-
neously treated by the organization
employing him (under a certificate
filed by such organization pursuant to
section 3121(k) or the corresponding
section of prior law) as employment,
within the meaning of the Federal In-
surance Contributions Act (Chapter 21
of the Internal Revenue Code), and if
on or before August 30, 1957, the taxes
imposed by sections 3101 and 3111 were
paid (in good faith and upon the as-
sumption that the insurance system es-
tablished by title II of the Social Secu-
rity Act had been extended to such
service) with respect to any part of the
remuneration paid to such individual
for such service, then the remuneration
with respect to which such taxes were
paid, and with respect to which no
credit or refund of such taxes (other
than a credit or refund which would be
allowable if such service had con-
stituted employment) has been ob-
tained either by the employer or the
employee on or before August 30, 1957,
shall be deemed, for purposes of the
Self-Employment Contributions Act of
1954 and the Federal Insurance Con-
tributions Act, to constitute remunera-
tion paid for employment and not net
earnings from self-employment. For
regulations relating to section
3121(b)(8)(A) and (k), see §§31.3121(b)(8)—
1 and 31.3121(k)-1 of subpart B of part 31



Internal Revenue Service, Treasury

of this chapter (Employment Tax Reg-
ulations).

§1.1402(e)(5)-1 Optional provision for
certain certificates filed before
April 15, 1962.

(a) Certificates. (1) The optional provi-
sion contained in section 1402(e)(5)(A)
may be applied to a certificate on
Form 2031 filed within the period Sep-
tember 14, 1960, to April 16, 1962, inclu-
sive, in the case of a duly ordained,
commissioned, or licensed minister of a
church, a member of a religious order
(other than a member of a religious
order who has taken a vow of poverty
as a member of such order), or a Chris-
tian Science practitioner, who has de-
rived net earnings, in any taxable year
ending after 1954 and before 1960, from
the performance of service in the exer-
cise of his ministry, in the exercise of
duties required by his religious order,
or in the exercise of his profession as a
Christian Science practitioner, respec-
tively, and who has reported such earn-
ings as self-employment income on a
return filed before September 14, 1960,
and on or before the date prescribed for
filing such return (including any exten-
sion thereof). The certificate may be
filed by such minister, member of a re-
ligious order, or Christian Science
practitioner or by a fiduciary acting
for such individual or his estate, or by
his survivor within the meaning of sec-
tion 205(c)(1)(C) of the Social Security
Act, and it must be filed after Sep-
tember 13, 1960, and on or before April
16, 1962. Subject to the conditions stat-
ed in subparagraph (2) of this para-
graph, such certificate may be effective
at the election of the person filing it,
for the first taxable year ending after
1954 and before 1960 for which a return,
as described in the first sentence of
this subparagraph, was filed, and for all
succeeding taxable years, rather than
for the period prescribed in
§1.1402(e)(3)-1. The election for retro-
active application of the certificate
may be made by indicating on the cer-
tificate the first taxable year for which
it is to be effective and that such year
is the first taxable year ending after
1954 and before 1960 for which the min-
ister, member of a religious order, or
Christian Science practitioner filed an
income tax return on which he re-
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ported net earnings for such year from
the exercise of his ministry, the exer-
cise of duties required by his religious
order, or the exercise of his profession
as a Christian Science practitioner, as
the case may be, and by fulfilling the
conditions prescribed in subparagraph
(2) of this paragraph.

(2) A certificate to which subpara-
graph (1) of this paragraph relates may
be effective for a taxable year prior to
the taxable year immediately pre-
ceding the earliest taxable year for
which, at the time the certificate is
filed, the period for filing a return (in-
cluding any extension thereof) has not
expired, only if the following condi-
tions are met:

(i) The tax under section 1401 is paid
on or before April 16, 1962, in respect of
all self-employment income (whether
or not derived from the performance of
service by the individual in the exer-
cise of his ministry, in the exercise of
duties required by his religious order,
or in the exercise of his profession as a
Christian Science practitioner, as the
case may be) for the first taxable year
ending after 1954 and before 1960 for
which such individual has filed a re-
turn, as described in subparagraph (1)
of this paragraph, and for each suc-
ceeding taxable year ending before 1960;
and

(ii) In any case where refund has been
made of any such tax which (but for
section 1402(e)(5)) is an overpayment,
the amount refunded (including any in-
terest paid under section 6611) is repaid
on or before April 16, 1962. For regula-
tions under section 6611 (relating to in-
terest on overpayments), see §301.6611—
1 of part 301 of this chapter (Regula-
tions on Procedure and Administra-
tion).

(b) Supplemental certificates. (1) Sub-
ject to the conditions stated in sub-
paragraph (2) of this paragraph, a cer-
tificate on Form 2031 filed on or before
September 13, 1960, by a minister,
member of a religious order, or a Chris-
tian Science practitioner described in
paragraph (a)(1) of this section and
which (but for section 1402(e)(5)(B)) is
ineffective for the first taxable year
ending after 1954 and before 1959 for
which such a return as described in
paragraph (a)(1) of this section was
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filed by such individual, shall be effec-
tive for such first taxable year and for
all succeeding taxable years, provided
a supplemental certificate is filed by
such individual or by a fiduciary acting
for him or his estate, or by his survivor
(within the meaning of section
205(c)(1)(C) of the Social Security Act),
after September 13, 1960 and on or be-
fore April 16, 1962.

(2) The filing of a supplemental cer-
tificate pursuant to subparagraph (1) of
this paragraph will give retroactive ef-
fect to a certificate to which such sub-
paragraph applies only if the following
conditions are met:

(i) The tax under section 1401 is paid
on or before April 16, 1962, in respect of
all self-employment income (whether
or not attributable to earnings as a
minister, member of a religious order,
or Christian Science practitioner) for
the first taxable year for which the cer-
tificate is retroactively effective and
for each subsequent year ending before
1959; and

(ii) In any case where refund has been
made of any such tax which (but for
section 1402(d)(5)) is an overpayment,
the amount refunded (including any in-
terest paid under section 6611) is repaid
on or before April 16, 1962.

(c) Underpayment of tax. For purposes
of this section, any underpayment of
the tax which is attributable to an
error made in good faith will not inval-
idate an election which is otherwise
valid.

(d) Nonapplicability of section 6401.
Any payment or repayment described
in paragraph (a)(2) or paragraph (b)(2)
of this section shall not constitute an
overpayment within the meaning of
section 6401 which relates to amounts
treated as overpayments. For the pro-
visions of section 6401 and the regula-
tions thereunder, see section 6401 and
§301.6401-1 of part 301 of this chapter
(Regulations on Procedure and Admin-
istration).

§1.1402(e)(5)-2 Optional provisions for
certain certificates filed on or be-
fore April 17, 1967.

(a) In general—(1) General rule. Sec-
tion 1402(e)(5), as amended by the So-
cial Security Amendments of 1965, ap-
plies only in the case of a duly or-
dained, commissioned, or licensed min-
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ister of a church, a member of a reli-
gious order (other than a member of a
religious order who has taken a vow of
poverty as a member of such order), or
a Christian Science practitioner, who
has derived net earnings in any taxable
year ending after 1954 from the per-
formance of service in the exercise of
his ministry, in the exercise of duties
required by his religious order, or in
the exercise of his profession as a
Christian Science practitioner, respec-
tively, and who has reported such earn-
ings as self-employment income on a
return filed on or before the date pre-
scribed for filing such return (including
any extension thereof).

(2) Supplemental certificate. Subject to
the conditions stated in subparagraph
(4) of this paragraph, a certificate on
Form 2031 filed on or before April 15,
1966, by a minister, member of a reli-
gious order, or a Christian Science
practitioner described in subparagraph
(1) of this paragraph and which (but for
section 1402(e)(b)(A)) is ineffective for
the first taxable year ending after 1954
for which a return described in sub-
paragraph (1) of this paragraph was
filed by such individual, shall be effec-
tive for such first taxable year and for
all succeeding taxable years, provided
a supplemental certificate is filed by
such individual or by a fiduciary acting
for him or his estate, or by his survivor
(within the meaning of section
205(c)(1)(C) of the Social Security Act),
after July 30, 1965 (the date of enact-
ment of the Social Security Amend-
ments of 1965), and on or before April
17, 1967.

(38) Certificate filed by survivor. A sur-
vivor (within the meaning of section
205(c)(1)(C) of the Social Security Act)
of an individual who:

(i) Died on or before April 15, 1966,

(ii) Was a minister, member of a reli-
gious order, or a Christian Science
practitioner described in subparagraph
(1) of this paragraph,

(iii) Has filed a return as described in
subparagraph (1) of this paragraph for a
taxable year ending after 1954, and

(iv) Had not filed a valid waiver cer-
tificate on Form 2031,
may file a certificate on Form 2031 on
behalf of such individual. The certifi-
cate must be filed after July 30, 1965
(the date of enactment of the Social
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Security Amendments of 1965), and on
or before April 17, 1967. Subject to the
conditions stated in subparagraph (4) of
this paragraph, such certificate shall
be effective for the first taxable year
ending after 1954 for which a return, as
described in subparagraph (1) of this
paragraph, was filed by such individual
and for all succeeding taxable years.

(4) Applicable conditions. A supple-
mental certificate referred to in sub-
paragraph (2) of this paragraph and a
certificate referred to in subparagraph
(3) of this paragraph shall be effective
only if the following conditions are
met:

(i) The tax under section 1401 is paid
on or before April 17, 1967, in respect of
all self-employment income (whether
or not attributable to earnings as a
minister, member of a religious order,
or Christian Science practitioner) for
the first taxable year ending after 1954
for which the individual (by or in re-
spect of whom the supplemental cer-
tificate or certificate is filed) has filed
a return, as described in paragraph (1)
of this paragraph, and for each suc-
ceeding taxable year ending before
January 1, 1966; and

(ii) In any case where refund has been
made of any such tax which (but for
section 1402(e)(5)) is an overpayment,
the amount refunded (including any in-
terest paid under section 6611) is repaid
on or before April 17, 1967. For regula-
tions under section 6611 (relating to in-
terest on overpayments), see §301.6611—
1 of part 301 of this chapter (Regula-
tions on Procedure and Administra-
tion).

(b) Underpayment of tax. For purposes
of this section, any underpayment of
the tax which is attributable to an
error made in good faith will not inval-
idate an election which is otherwise
valid.

(c) Nonapplicability of section 6401.
Any payment or repayment described
in paragraph (a)(4) of this section shall
not constitute an overpayment within
the meaning of section 6401 which re-
lates to amounts treated as overpay-
ments. For the provisions of section
6401 and the regulations thereunder,
see section 6401 and §301.6401-1 of part
301 of this chapter (Regulations on Pro-
cedure and Administration).
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(d) Applicability of §§1.1402(e) (5)-1 and
1.1402(e)(6)-1. The provisions of section
1402(e) (b)) and (6) (in effect prior to
July 30, 1965, the date of enactment of
the Social Security Amendments of
1965) and §§1.1402(e) (5)-1 and
1.1402(e)(6)-1 shall apply with respect to
any certificate filed pursuant to such
sections if a supplemental certificate is
not filed with respect to such certifi-
cate as provided in this section.

[T.D. 6978, 33 FR 15939, Oct. 30, 1968]

§1.1402(e)(6)-1 Certificates filed by fi-
duciaries or survivors on or before
April 15, 1962.

In any case in which an individual
whose death has occurred after Sep-
tember 12, 1960, and before April 16,
1962, derived earnings from the per-
formance of services as a duly or-
dained, commissioned, or licensed min-
ister of a church in the exercise of his
ministry, as a member of a religious
order (other than a member of a reli-
gious order who has taken a vow of
poverty as a member of such order) in
the exercise of duties required by such
order, or in the exercise of his profes-
sion as a Christian Science practi-
tioner, a waiver certificate on Form
2031 may be filed after June 30, 1961
(the date of enactment of the Social
Security Amendments of 1961), and on
or before April 16, 1962, by a fiduciary
acting for such individual’s estate or
by such individual’s survivor within
the meaning of section 205(c)(1)(C) of
the Social Security Act. Such certifi-
cates shall be effective for the period
prescribed in section 1402(e)(3)(A) (see
§1.1402(e)(3)-1(c)) as if filed by the indi-
vidual on the date of his death.

§1.1402(f)-1 Computation of partner’s
net earnings from self-employment
for taxable year which ends as re-
sult of his death.

(a) Taxable years ending after August
28, 1958—(1) In general. The rules for the
computation of a partner’s net earn-
ings from self-employment are set
forth in paragraphs (d) to (g), inclusive,
of §1.1402(a)-2. In addition to the net
earnings from self-employment com-
puted under such rules for the last tax-
able year of a deceased partner, if a
partner’s taxable year ends after Au-
gust 28, 1958, solely because of death,
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and on a day other than the last day of
the partnership’s taxable year, the de-
ceased partner’s net earnings from self-
employment for such year shall also in-
clude so much of the deceased partner’s
distributive share of partnership ordi-
nary income or loss (see subparagraph
(3) of this paragraph) for the taxable
year of the partnership in which his
death occurs as is attributable to an
interest in the partnership prior to the
month following the month of his
death.

(2) Computation. (i) The deceased
partner’s distributive share of partner-
ship ordinary income or loss for the
partnership taxable year in which he
died shall be determined by applying
the rules contained in paragraphs (d) to
(g), inclusive, of §1.1402(a)-2, except
that paragraph (e) shall not apply.

(ii) The portion of such distributive
share to be included under this section
in the deceased partner’s net earnings
from self-employment for his last tax-
able year shall be determined by treat-
ing the ordinary income or loss consti-
tuting such distributive share as hav-
ing been realized or sustained ratably
over the period of the partnership tax-
able year during which the deceased
partner had an interest in the partner-
ship and during which his estate, or
any other person succeeding by reason
of his death to rights with respect to
his partnership interest, held such in-
terest in the partnership or held a
right with respect to such interest. The
amount to be included under this sec-
tion in the deceased partner’s net earn-
ings from self-employment for his last
taxable year will, therefore, be deter-
mined by multiplying the deceased
partner’s distributive share of partner-
ship ordinary income or loss for the
partnership taxable year in which he
died, as determined under subdivision
(i) of this subparagraph, by a fraction,
the denominator of which is the num-
ber of calendar months in the partner-
ship taxable year over which the ordi-
nary income or loss constituting the
deceased partner’s distributive share of
partnership income or loss for such
year is treated as having been realized
or sustained under the preceding sen-
tence and the numerator of which is
the number of calendar months in such
partnership taxable year that precede
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the month following the month of his
death.

(3) Definition of ‘‘deceased partner’s
distributive share’’. For the purpose of
this section, the term ‘‘deceased part-
ner’s distributive share’ includes the
distributive share of his estate or of
any other person succeeding, by reason
of his death, to rights with respect to
his partnership interest. It does not in-
clude any share attributable to a part-
nership interest which was not held by
the deceased partner at the time of his
death. Thus, if a deceased partner’s es-
tate should acquire an interest in a
partnership additional to the interest
to which it succeeded upon the death of
the deceased partner, the amount of
the distributive share attributable to
such additional interest acquired by
the estate would not be included in
computing the ‘‘deceased partner’s dis-
tributive share’ of the partnership’s
ordinary income or loss for the part-
nership taxable year.

(4) Examples. The application of this
paragraph may be illustrated by the
following examples:

Example (1). B, an individual who files his
income tax returns on the calendar year
basis, is a member of the ABC partnership,
the taxable year of which ends on June 30. B
dies on October 17, 1958, and his estate suc-
ceeds to his partnership interest and con-
tinues as a partner in its own right under
local law until June 30, 1959. B’s distributive
share of the partnership’s ordinary income,
as determined under paragraphs (d) to (g), in-
clusive, of §1.1402(a)-2, for the taxable year
of the partnership ended June 30, 1958 is
$2,400. His distributive share, including the
share of his estate, of such partnership’s or-
dinary income, as determined under para-
graphs (d) to (g), inclusive, of §1.1402(a)-2
(with the exception of paragraph (e)), for the
taxable year of the partnership ended June
30, 1959 is $4,500. The portion of such $4,500
attributable to an interest in the partnership
prior to the month following the month in
which he died is $4,500 x 4/12 (4 being the
number of months in the partnership taxable
year in which B died which precede the
month following the month of his death and
12 being the number of months in such part-
nership taxable year in which B and his es-
tate had an interest in the partnership) or
$1,500. The amount to be included in the de-
ceased partner’s net earnings from self-em-
ployment for his last taxable year is $3,900
($2,400 plus $1,500).

Example (2). If in the preceding example B’s
estate is entitled to only $1,000, the amount
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of B’s distributive share of partnership ordi-
nary income for the period July 1, 1958
through October 17, 1958, such $1,000 is con-
sidered to have been realized ratably over
the period preceding B’s death and will be in-
cluded in B’s net earnings from self-employ-
ment for his last taxable year.

Example (3). X, who reports his income on a
calendar year basis, is a member of a part-
nership which also reports its income on a
calendar year basis. X dies on June 30, 1959,
and his estate succeeds to his partnership in-
terest and continues as a partner in its own
right under local law. On September 15, 1959,
X’s estate sells the partnership interest to
which it succeeded on the death of X. X’s dis-
tributive share of partnership income for
1959 is $5,500. $600 of such amount is X’s share
of the gain from the sale of a capital asset
which occurs on May 1, 1959, and $400 of such
amount is the estate’s share of the gain from
the sale of a capital asset which occurs on
July 15, 1959. The remainder of such amount
is income from services rendered. X’s dis-
tributive share of partnership ordinary in-
come for 1959, as determined under para-
graphs (d) to (g), inclusive, of §1.1402(a)-2
(with the exception of paragraph (e)), is
$4,500 ($5,500 minus $1,000). The portion of
such share attributable to an interest in the
partnership prior to the month following the
month of his death is $4,500 x 6/8.5 (6 being
the number of months in the partnership
taxable year in which X died as precede the
month following the month of his death and
8.5 being the number of months in such part-
nership taxable year in which X and his es-
tate had an interest in the partnership) or
$3,176.47.

(b) Options available to farmers—(1)
Special rule. In determining whether
the optional method available to a
member of a farm partnership in com-
puting his net earnings from self-em-
ployment may be applied, and in apply-
ing such method, it is necessary to de-
termine the partner’s distributive
share of partnership gross income and
the partner’s distributive share of in-
come described in section 702(a)(9). See
section 1402(a) and §1.1402(a)-15. If sec-
tion 1402(f) and this section apply, or
may be made applicable under section
403(b)(2) of the Social Security Amend-
ments of 1958 and paragraph (c) of this
section, for the last taxable year of a
deceased partner, such partner’s dis-
tributive share of income described in
section 702(a)(9) for his last taxable
year shall be determined by including
therein any amount which is included
under section 1402(f) and this section in
his net earnings from self-employment
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for such taxable year. Such a partner’s
distributive share of partnership gross
income for his last taxable year shall
be determined by including therein so
much of the deceased partner’s dis-
tributive share (see paragraph (a)(3) of
this section) of partnership gross in-
come, as defined in section 1402(a) and
paragraph (b) of §1.1402(a)-15, for the
partnership taxable year in which he
died as is attributable to an interest in
the partnership prior to the month fol-
lowing the month of his death. Such al-
location shall be made in the same
manner as is prescribed in paragraph
(a)(2) of this section for determining
the portion of a deceased partner’s dis-
tributive share of partnership ordinary
income or loss to be included under
section 1402(f) and this section in his
net earnings from self-employment for
his last taxable year.

(2) Examples. The principles set forth
in this paragraph may be illustrated by
the following examples:

Example (1). X, an individual who files his
income tax returns on a calendar year basis,
is a member of the XYZ farm partnership,
the taxable year of which ends on March 31.
X dies on May 31, 1967, and his estate suc-
ceeds to his partnership interest and con-
tinues as a partner in its own right under
local law until March 31, 1968. X’s distribu-
tive share of the partnership’s ordinary in-
come, determined under paragraphs (d) to
(g2), inclusive, of §1.1402(a)-2, for the taxable
year of the partnership ended March 31, 1967,
is $1,600. His distributive share, including the
share of his estate, of such partnership’s or-
dinary loss as determined under paragraphs
(d) to (g), inclusive, of §1.1402(a)-2 (with the
exception of paragraph (e)), for the taxable
year of the partnership ended March 31, 1968,
is $1,200. The portion of such $1,200 attrib-
utable to an interest in the partnership prior
to the month following the month in which
he died is $1,200 x 2/12 (2 being the number of
months in the partnership taxable year in
which X died which precede the month fol-
lowing the month of his death and 12 being
the number of months in such partnership
taxable year in which X and his estate had
an interest in the partnership) or $200. X is
also a member of the ABX farm partnership,
the taxable year of which ends on May 31.
His distributive share of the partnership loss
described in section 702(a)(9) for the partner-
ship taxable year ending May 31, 1967, is $300.
Section 1402(f) and this section do not apply
with respect to such $300 since X’s last tax-
able year ends, as a result of his death, with
the taxable year of the ABX partnership.
Under this paragraph the $200 loss must be
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included in determining X’s distributive
share of XYZ partnership income described
in section 702(a)(9) for the purpose of apply-
ing the optional method available to farmers
for computing net earnings from self-em-
ployment. Further, the resulting $1,400 of in-
come must be aggregated, pursuant to para-
graph (c¢) of §1.1402(a)-15, with the $300 loss,
X’s distributive share of ABX partnership
loss described in section 702(a)(9), for pur-
poses of applying such option. The represent-
ative of X’s estate may exercise the option
described in paragraph (a)(2)(ii) of §1.1402(a)-
15, provided the portion of X’s distributive
share of XYZ partnership gross income for
the taxable year ended March 31, 1968, attrib-
utable to an interest in the partnership prior
to the month following the month in which
he died (the allocation being made in the
manner prescribed for allocating his $1,200
distributive share of XYZ partnership loss
for such year), when aggregated with his dis-
tributive share of XYZ partnership gross in-
come for the partnership taxable year ended
March 31, 1967, and with his distributive
share of ABX partnership gross income for
the partnership taxable year ended May 31,
1967, results in X having more than $2,400 of
gross income from the trade or business of
farming. If such aggregate amount of gross
income is not more than $2,400, the option
described in paragraph (a)(2)(i) of §1.1402(a)—
15, is available.

Example (2). A, a sole proprietor engaged in
the business of farming, files his income tax
returns on a calendar year basis. A is also a
member of a partnership engaged in an agri-
cultural activity. The partnership files its
returns on the basis of a fiscal year ending
March 31. A dies June 29, 1967. A’s gross in-
come from farming as a sole proprietor for
the 6-month period comprising his taxable
year which ends because of death is $1,600
and his actual net earnings from self-em-
ployment based thereon are $400. As of
March 31, 1967, A’s distributive share of the
gross income of the farm partnership is $2,200
and his distributive share of income de-
scribed in section 702(a)(9) based thereon is
$1,000. The amount of A’s distributive share
of the partnership’s ordinary income for its
taxable year ended March 31, 1968, which
may be included in his net earnings from
self-employment under section 1402(f) and
paragraph (a) of this section is $300. The
amount of the deceased partner’s distribu-
tive share of partnership gross income at-
tributable to an interest in the partnership
prior to the month following the month of
his death as is determined, pursuant to sub-
paragraph (1) of this paragraph, under para-
graph (a) of this section is $2,000. An aggre-
gation of the above figures produces a gross
income from farming of $5,800 and actual net
earnings from self-employment of $1,700.
Under these circumstances none of the op-
tions provided by section 1402(a) may be
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used. If the actual net earnings from self-em-
ployment had been less than $1,600, the op-
tion described in paragraph (a)(2)(ii) of
§1.1402(a)-15 would have been available.

(¢c) Taxable years ending after 1955 and
on or before August 28, 1958—(1) Require-
ment of election. If a partner’s taxable
year ended, as a result of his death,
after 1955 and on or before August 28,
1958, the rules set forth in paragraph
(a) of this section may be made appli-
cable in computing the deceased part-
ner’s net earnings from self-employ-
ment for his last taxable year provided
that:

(i) Before January 1, 1960, there is
filed, by the person designated in sec-
tion 6012(b)(1) and paragraph (b)(1) of
§1.6012-3, a return (or amended return)
of the tax imposed by chapter 2 for the
taxable year ending as a result of
death, and

(ii) Such return, if filed solely for the
purpose of reporting net earnings from
self-employment resulting from the en-
actment of section 1402(f), is accom-
panied by the amount of tax attrib-
utable to such net earnings.

(2) Administrative rule of special appli-
cation. Notwithstanding the provisions
of sections 6601, 6651, and 6653 (see such
sections and the regulations there-
under) no interest or penalty shall be
assessed or collected on the amount of
any self-employment tax due solely by
reason of the operation of section
1402(f) in the case of an individual who
died after 1955 and before August 29,
1958.

[T.D. 6691, 28 FR 12796, Dec. 3, 1963, as amend-
ed by T.D. 6993, 34 FR 830, Jan. 18, 1969]

§1.1402(g)-1 Treatment of certain re-
muneration erroneously reported
as net earnings from self-employ-
ment.

(a) General rule. If an amount is erro-
neously paid as self-employment tax,
for any taxable year ending after 1954
and before 1962, with respect to remu-
neration for service (other than service
described in section 3121(b)(8)(A)) per-
formed in the employ of an organiza-
tion described in section 501(c)(3) and
exempt from income tax under section
501(a), and if such remuneration is re-
ported as self-employment income on a
return filed on or before the due date



Internal Revenue Service, Treasury

prescribed for filing such return (in-
cluding any extension thereof), the in-
dividual who paid such amount (or a fi-
duciary acting for such individual or
his estate, or his survivor (within the
meaning of section 205(c)(1)(C) of the
Social Security Act)), may request
that such remuneration be deemed to
constitute net earnings from self-em-
ployment. If such request is filed dur-
ing the period September 14, 1960, to
April 16, 1962, inclusive, and on or after
the date on which the organization
which paid such remuneration to such
individual for services performed in its
employ has filed, pursuant to section
3121(k), a certificate waiving exemp-
tion from taxes under the Federal In-
surance Contributions Act, and if no
credit or refund of any portion of the
amount erroneously paid for such tax-
able year as self-employment tax
(other than a credit or refund which
would be allowable if such tax were ap-
plicable with respect to such remunera-
tion) has been obtained before the date
on which such request is filed or, if ob-
tained, the amount credited or re-
funded (including any interest under
section 6611) is repaid on or before such
date, then, for purposes of the Self-Em-
ployment Contributions Act of 1954 and
the Federal Insurance Contributions
Act, any amount of such remuneration
which is paid to such individual before
the calendar quarter in which such re-
quest is filed (or before the succeeding
quarter if such certificate first be-
comes effective with respect to services
performed by such individual in such
succeeding quarter) and with respect to
which no tax (other than an amount er-
roneously paid as tax) has been paid
under the Federal Insurance Contribu-
tions Act, shall be deemed to con-
stitute net earnings from self-employ-
ment and not remuneration for em-
ployment. If the certificate filed by
such organization pursuant to section
3121(k) is not effective with respect to
services performed by such individual
on or before the first day of the cal-
endar quarter in which the request is
filed, then, for purposes of section
3121(b)(8)(B) (ii) and (iii), such indi-
vidual shall be deemed to have become
an employee of such organization (or to
have become a member of a group, de-
scribed in section 3121(k)(1)(E), of em-
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ployees of such organization) on the
first day of the succeeding quarter.

(b) Request for validation. (1) No par-
ticular form is prescribed for making a
request under paragraph (a) of this sec-
tion. The request should be in writing,
should be signed and dated by the per-
son making the request, and should in-
dicate clearly that it is a request that,
pursuant to section 1402(g) of the Code,
remuneration for service described in
section 3121(b)(8) (other than service
described in section 3121(b)(8)(A)) erro-
neously reported as self-employment
income for one or more specified years
be deemed to constitute net earnings
from self-employment and not remu-
neration for employment. In addition,
the following information shall be
shown in connection with the request:

(i) The name, address, and social se-
curity account number of the indi-
vidual with respect to whose remunera-
tion the request is made.

(ii) The taxable year or years (ending
after 1954 and before 1962) to which the
request relates.

(iii) A statement that the remunera-
tion was erroneously reported as self-
employment income on the individual’s
return for each year specified and that
the return was filed on or before its due
date (including any extension thereof).

(iv) Location of the office of the dis-
trict director with whom each return
was filed.

(v) A statement that no portion of
the amount erroneously paid by the in-
dividual as self-employment tax with
respect to the remuneration has been
credited or refunded (other than a cred-
it or refund which would have been al-
lowable if the tax had been applicable
with respect to the remuneration); or,
if a credit or refund of any portion of
such amount has been obtained, a
statement identifying the credit or re-
fund and showing how and when the
amount credited or refunded, together
with any interest received in connec-
tion therewith, was repaid.

(vi) The name and address of the or-
ganization which paid the remunera-
tion to the individual.

(vii) The date on which the organiza-
tion filed a waiver certificate on Form
SS-15, and the location of the office of
the district director with whom it was
filed.
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(viii) The date on which the certifi-
cate became effective with respect to
services performed by the individual.

(ix) If the request is made by a person
other than the individual to whom the
remuneration was paid, the name and
address of that person and evidence
which shows the authority of such per-
son to make the request.

(2) The request should be filed with
the district director of internal rev-
enue with whom the latest of the re-
turns specified in the request pursuant
to subparagraph (1)(iii) of this para-
graph was filed.

(c) Cross references. For regulations
relating to section 3121 (b)(8) and (k),
see §§31.3121(b)(8)-2 and 31.3121(k)-1 of
subpart B of part 31 of this chapter
(Employment Tax Regulations). For
regulations relating to exemption from
income tax of an organization de-
scribed in section 501(c)(3), see
§1.501(c)(3)-1.

§1.1402(h)-1 Members of certain reli-
gious groups opposed to insurance.

(a) In general. An individual—(1) Who
is a member of a recognized religious
sect or division thereof and,

(2) Who is an adherent of established
tenets or teachings of such sect or divi-
sion and by reason thereof is conscien-
tiously opposed to acceptance of the
benefits of any private or public insur-
ance which makes payments in the
event of death, disability, old age, or
retirement or makes payments toward
the cost of, or provides services for,
medical care (including the benefits of
any insurance system established by
the Social Security Act),

may file an application for exemption
from the tax under section 1401. The
form of insurance to which section
1402(h) and this section refer does not
include liability insurance of a Kkind
that provides only for the protection of
other persons, or property of other per-
sons, who may be injured or damaged
by or on property belonging to, or by
an action of, an individual who other-
wise meets the requirements of this
section. An application for exemption
under section 1402(h) and this section
shall be made in the manner provided
in paragraph (b) of this section and
within the time specified in paragraph
(c) of this section. For provisions relat-
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ing to the filing of an application for
exemption by a fiduciary or survivor,
see paragraph (d) of this section.

(b) Application for exemption. The ap-
plication for exemption shall be filed
on Form 4029 in duplicate with the in-
ternal revenue official or office des-
ignated on the form. The filing of a re-
turn by a member of a religious group
opposed to insurance showing no self-
employment income or self-employ-
ment tax shall not be construed as an
application for exemption referred to
in paragraph (a) of this section.

(c) Time limitation for filing application
for exemption—(1) Taxable years ending
before December 31, 1967. A member of a
religious group opposed to insurance
within the meaning of paragraph (a) of
this section:

(i) Who has self-employment income
(determined without regard to sub-
sections (c)(6) and (h) of section 1402
and this section) for one or more tax-
able years ending before December 31,
1967, and

(ii) Who desires to be exempt from
the payment of the self-employment
tax under section 1401,

must file the application for exemption
on or before December 31, 1968.

(2) Taxable year ending on or after De-
cember 31, 1967—(i1) General rule. Except
as provided in subdivision (ii) of this
subparagraph, a member of a religious
group opposed to insurance within the
meaning of paragraph (a) of this sec-
tion:

(a) Who has no self-employment in-
come (determined without regard to
subsections (¢)(6) and (h) of section 1402
and this section) for any taxable year
ending before December 31, 1967, and

(b) Who desires to be exempt from the
payment of the self-employment tax
under section 1401 for any taxable year
ending on or after December 31, 1967,

must file the application for exemption
on or before the due date of the income
tax return (see section 6072), including
any extension thereof (see section
6081), for the first taxable year ending
on or after December 31, 1967, for which
he has self-employment income (deter-
mined without regard to subsections
(c)(6) and (h) of section 1402 and this
section.



Internal Revenue Service, Treasury

(ii) Exception to general rule. If an in-
dividual to whom subdivision (i) of this
subparagraph applies:

(a) Is notified in writing by a district
director of internal revenue or the Di-
rector of International Operations that
he has not filed the application for ex-
emption on or before the date specified
in such subdivision (i), and

(b) Files the application for exemp-
tion on or before the last day of the
third calendar month following the cal-
endar month in which he is so notified,

such application shall be considered a
timely filed application for exemption.

(d) Application by fiduciary or survivor.
If an individual who was a member of a
religious group opposed to insurance
dies before the expiration of the time
prescribed in section 1402(h)(2) and
paragraph (c) of this section during
which an application could have been
filed by him, an application for exemp-
tion with respect to such deceased indi-
vidual may be filed by a fiduciary act-
ing for such individual’s estate or by
such individual’s survivor within the
meaning of section 205(c)(1)(C) of the
Social Security Act. An application for
exemption with respect to a deceased
individual executed by a fiduciary or
survivor may be approved only if it
could have been approved if the indi-
vidual were not deceased and had filed
the application on the date the applica-
tion was filed by the fiduciary or ex-
ecutor.

(e) Approval of application for exemp-
tion—(1) In general. The filing of an ap-
plication for exemption on Form 4029
by a member of a religious group op-
posed to insurance does not constitute
an exemption from the payment of the
tax on self-employment income. An in-
dividual who files such an application
is exempt from the payment of the tax
only if the application is approved by
the official with whom the application
is required to be filed (see paragraph
(b) of this section).

(2) Conditions relating to approval or
disapproval of application. An applica-
tion for exemption on Form 4029 will
not be approved unless the Secretary of
Health, Education, and Welfare finds
with respect to the religious sect or di-
vision thereof of which the individual
filing the application is a member:

57

§ 1.1402(h)-1

(i) That the sect or division thereof
has the established tenets or teachings
by reason of which the individual appli-
cant is conscientiously opposed to the
benefits of insurance of the type re-
ferred to in section 1402(h) (see para-
graph (a) of this section),

(ii) That it is the practice, and has
been for a period of time which the
Secretary of Health, Education, and
Welfare deems to be substantial, for
members of such sect or division there-
of to make provisions for their depend-
ent members which, in the judgment of
such Secretary, is reasonable in view of
the general level of living of the mem-
bers of the sect or division thereof; and

(iii) That the sect or division thereof
has been in existence continuously
since December 31, 1950.

In addition, an application for exemp-
tion on Form 4029 will not be approved
if any benefit or other payment under
title II of title XVIII of the Social Se-
curity Act became payable (or, but for
section 203, relating to reduction of in-
surance benefits, or 222(b), relating to
reduction of insurance benefits on ac-
count of refusal to accept rehabilita-
tion services, of the Social Security
Act would have been payable) at or be-
fore the time of the filing of the appli-
cation for exemption. Any determina-
tion required to be made pursuant to
the preceding sentence will be made by
the Secretary of Health, Education,
and Welfare.

(f) Period for which exemption is effec-
tive—(1) General rule. An application for
exemption shall be in effect (if ap-
proved as provided in paragraph (e) of
this section) for all taxable years be-
ginning after December 31, 1950, except
as otherwise provided in subparagraph
(2) of this paragraph.

(2) Ezxceptions. An application for ex-
emption referred to in subparagraph (1)
of this paragraph shall not be effective
for any taxable year which:

(i) Begins (a) before the taxable year
in which the individual filing the appli-
cation first met the requirements of
subparagraphs (1) and (2) of paragraph
(a) of this section, or (b) before the
time as of which the Secretary of
Health, Education, and Welfare finds
that the sect or division thereof of
which the individual is a member met
the requirements of subparagraphs (C)



§1.1403-1

and (D) of section 1402(h)(1) (see sub-
divisions (i) and (ii) of paragraph (e)(2)
of this section), or

(ii) Ends (a) after the time at which
the individual filing the application
ceases to meet the requirements of sub-
paragraphs (1) and (2) of paragraph (a)
of this section, or (b) after the time as
of which the Secretary of Health, Edu-
cation, and Welfare finds that the sect
or division thereof of which the indi-
vidual is a member ceases to meet the
requirements of subparagraphs (C) and
(D) of section 1402(h)(1) (see subdivi-
sions (i) and (ii) of paragraph (e)(2) of
this section).

(g) Refund or credit. An application
for exemption on Form 4029 filed on or
before December 31, 1968 (if approved as
provided in paragraph (e) of this sec-
tion), shall constitute a claim for re-
fund or credit of any tax on self-em-
ployment income under section 1401 (or
under section 480 of the Internal Rev-
enue Code of 1939) paid or incurred in
respect of any taxable year beginning
after December 31, 1950, and ending be-
fore December 31, 1967, for which an ex-
emption is granted. Refund or credit of
any tax referred to in the preceding
sentence may be made, pursuant to the
provisions of section 501(c) of the So-
cial Security Amendments of 1967 (81
Stat. 933), notwithstanding that the re-
fund or credit would otherwise be pre-
vented by operation of any law or rule
of law. No interest shall be allowed or
paid in respect of any refund or credit
made or allowed in connection with a
claim for refund or credit made on
Form 4029.

[T.D. 6993, 34 FR 831, Jan. 18, 1969]

§1.1403-1 Cross references.

For provisions relating to the re-
quirement for filing returns with re-
spect to net earnings from self-employ-
ment, see §1.6017-1. For provisions re-
lating to declarations of estimated tax
on self-employment income, see
§§1.60156(a) to 1.6015(j)-1, inclusive. For
other administrative provisions relat-
ing to the tax on self-employment in-
come, see the applicable sections of the
regulations in this part (§1.6001-1 et
seq.) and the applicable sections of the
regulations in part 301 of this chapter
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(Regulations on Procedure and Admin-
istration).

[T.D. 7427, 41 FR 34026, Aug. 12, 1976]
NET INVESTMENT INCOME TAX

§1.1411-0 Table of contents of provi-
sions applicable to section 1411.

This section lists the table of con-
tents for §§1.1411-1 through 1.1411-10.

§1.1411-1 General rules.

(a) General rule.

(b) Adjusted gross income.

(c) Effect of section 1411 and the regula-
tions thereunder for other purposes.

(d) Definitions.

(e) Disallowance of certain credits against
the section 1411 tax.

(f) Application to taxable years beginning
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(1) Retroactive application of regulations.

(2) Reliance and transitional rules.

(g) Effective/applicability date.

$1.1411-2 Application to individuals.
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(2) Special rules.
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come tax treaty.

(ii) Dual-status resident aliens.

(iii) Joint returns in the case of a non-
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(A) Default treatment.

(B) Taxpayer election.
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(2) Procedural requirements for making
election.

(3) Ineffective elections.

(iv) Joint returns for a year in which non-
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(A) Default treatment.
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(1) Effect of election.

(2) Procedural requirements for making
election.

(v) Grantor trusts.

(vi) Bankruptcy estates.

(vii) Bona fide residents of United States
territories.

(A) Applicability.

(B) Coordination with exception for non-
resident aliens.

(C) Definitions.

(1) Bona fide resident.

(2) United States territory.

(b) Calculation of tax.

(1) In general.

(2) Example.
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(c) Modified adjusted gross income.

(1) General rule.

(2) Rules with respect to CFCs and PFICs.

(d) Threshold amount.

(1) In general.

(2) Taxable year
months.

(i) General rule.

(ii) Change of annual accounting period.

(e) Effective/applicability date.

of less than twelve

§1.1411-3 Application to Estates and Trusts

(a) Estates and trusts to which tax applies.

(1) In general.

(i) General application.

(ii) Calculation of tax.

(2) Taxable year of less than twelve
months.

(i) General rule.

(ii) Change of annual accounting period.

(3) Rules with respect to CFCs and PFICs.

(b) Application to certain trusts and es-
tates.

(1) Exception for certain trusts and es-
tates.

(2) Special rules for certain taxable trusts
and estates.

(i) Qualified funeral trusts.

(ii) Bankruptcy estates.

(c) Application to electing small business
trusts (ESBTSs).

(1) General application.

(2) Computation of tax.

(i) Step one.

(ii) Step two.

(iii) Step three.

(3) Example.

(d) Application to charitable remainder
trusts (CRTSs).

(1) Operational rules.

(i) Treatment of annuity or unitrust dis-
tributions.

(ii) Apportionment among multiple bene-
ficiaries.

(iii) Accumulated net investment income.

(2) Application of section 664.

(i) General rule.

(ii) Special rules for CRTs with income
from CFCs or PFICs [Reserved]

(iii) Examples.

(3) Elective simplified method. [Reserved]

(e) Calculation of undistributed net invest-
ment income.

(1) In general.

(2) Undistributed net investment income.

(3) Distributions of net investment income
to beneficiaries.

(4) Deduction for amounts paid or perma-
nently set aside for a charitable purpose.

(5) Examples.

(f) Effective/applicability date.

§1.1411-4 Definition of Net Investment Income

(a) In general.
(b) Ordinary course of a trade or business
exception.
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(c) Other gross income from a trade or
business described in §1.1411-5.

(d) Net gain.

(1) Definition of disposition.

(2) Limitation.

(3) Net gain attributable to the disposition
of property.

(i) General rule.

(ii) Examples.

(4) Gains and losses excluded from net in-
vestment income.

(i) Exception for gain or loss attributable
to property held in a trade or business not
described in §1.1411-5.

(A) General rule.

(B) Special rules for determining whether
property is held in a trade or business.

(C) Examples.

(ii) Adjustments to gain or loss attrib-
utable to the disposition of interests in a
partnership or S corporation.

(iii) Adjustment for capital loss
carryforwards for previously excluded in-
come. [Reserved]

(e) Net investment income attributable to
certain entities.

(1) Distributions from estates and trusts.

(i) In general.

(ii) Distributions of accumulated net in-
vestment income from foreign nongrantor
trusts to United States beneficiaries. [Re-
served]

(2) CFCs and PFICs.

(3) Treatment of income from common
trust funds. [Reserved]

(f) Properly allocable deductions.

(1) General rule.

(i) In general.

(ii) Limitations.

(2) Properly allocable deductions described
in section 62.

(i) Deductions allocable to gross income
from rents and royalties.

(ii) Deductions allocable to gross income
from trades or businesses described in
§1.1411-5.

(iii) Penalty on early withdrawal of sav-
ings.

(iv) Net operating loss.

(v) Examples.

(3) Properly allocable deductions described
in section 63(d).

(i) Investment interest expense.

(ii) Investment expenses.

(iii) Taxes described in section 164(a)(3).

(iv) Items described in section 72(b)(3).

(v) Items described in section 691(c).

(vi) Items described in section 212(3).

(vii) Amortizable bond premium.

(viii) Fiduciary expenses.

(4) Loss deductions.

(i) General rule.

(ii) Examples.

(5) Ordinary loss deductions for certain
debt instruments.

(6) Other deductions.
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(7) Application of limitations under sec-
tions 67 and 68.

(i) Deductions subject to section 67.

(ii) Deductions subject to section 68.

(iii) Itemized deductions.

(iv) Example.

(g) Special rules.

(1) Deductions allocable to both net invest-
ment income and excluded income.

(2) Recoveries of properly allocable deduc-
tions.

(i) General rule.

(ii) Recoveries of items allocated between
net investment income and excluded income.

(iii) Recoveries with no prior year benefit.

(iv) Examples.

(3) Deductions described in section 691(b).

(4) Amounts described in section 642(h).

(5) Treatment of self-charged interest in-
come.

(6) Treatment of certain nonpassive rental
activities.

(i) Gross income from rents.

(ii) Gain or loss from the disposition of
property.

(7) Treatment of certain real estate profes-
sionals.

(i) Safe harbor.

(ii) Definitions.

(A) Participation.

(B) Rental real estate activity.

(iii) Effect of safe harbor.

(8) Treatment of former passive activities.

(i) Section 469(f)(1)(A) losses.

(ii) Section 469(f)(1)(C) losses.

(iii) Examples.

(9) Treatment of section 469(g)(1) losses.

(10) Treatment of section 707(c) guaranteed
payments. [Reserved]

(11) Treatment of section 736 payments.
[Reserved]

(12) Income and deductions from certain
notional principal contracts. [Reserved]

(13) Treatment of income or loss from
REMIC residual interests. [Reserved]

(h) Net operating loss.

(1) In general.

(2) Applicable portion of a net operating
loss.

(3) Section 1411 NOL amount of a net oper-
ating loss carried to and deducted in a tax-
able year.

(4) Total section 1411 NOL amount of a net
operating loss deduction.

(5) Examples.

(i) Effective/applicability date.

§1.1411-5 Trades and Businesses to Which Tax
Applies

(a) In general.

(b) Passive activity.

(1) In general.

(2) Application of income recharacteriza-
tion rules.

(i) Income and gain recharacterization.

(ii) Gain recharacterization.
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(iii) Exception for certain portfolio re-
characterizations.

(3) Examples.

(¢c) Trading in financial instruments or
commodities.

(1) Definition of financial instruments.

(2) Definition of commodities.

(d) Effective/applicability date.

§1.1411-6 Income on Investment of Working
Capital Subject to Tax

(a) General rule.
(b) Example.
(c) Effective/applicability date.

§1.1411-7 Exception for Dispositions of Certain
Active Interests in Partnerships and S Cor-
porations [Reserved]

§1.1411-8 Exception for Distributions From
Qualified Plans

(a) General rule.

(b) Rules relating to distributions.

(1) Actual distributions.

(2) Amounts treated as distributed.

(3) Amounts includible in gross income.

(4) Amounts related to employer securities.

(i) Dividends related to employer securi-
ties.

(ii) Amounts related to the net unrealized
appreciation in employer securities.

(c) Effective/applicability date.

§1.1411-9 Exception for Self-Employment
Income

(a) General rule.

(b) Special rule for traders.

(c) Examples.

(d) Effective/applicability date.

$1.1411-10 Controlled Foreign Corporations
and Passive Foreign Investment Companies

(a) In general.

(b) Amounts derived from a trade or busi-
ness described in §1.1411-5.

(1) In general.

(2) Coordination rule for changes in trade
or business status.

(c) Calculation of net investment income.

(1) Dividends.

(i) Distributions of previously taxed earn-
ings and profits.

(A) Rules when an election under para-
graph (g) of this section is not in effect with
respect to the shareholder.

(1) General rule.

(2) Exception for distributions attributable
to earnings and profits previously taken into
account for purposes of section 1411.

(B) Rule when an election under paragraph
(g) of this section is in effect with respect to
the shareholder.

(C) Special rule for certain distributions
related to 2013 taxable years.

(1) Scope.

(2) Rule.
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(3) Ordering rule.

(ii) Excess distributions that constitute
dividends.

(2) Net gain.

(i) Gains treated as excess distributions.

(ii) Inclusions and deductions with respect
to section 1296 mark to market elections.

(iii) Gain or loss attributable to the dis-
position of stock of CFCs and QEF's.

(iv) Gain or loss attributable to the dis-
position of interests in domestic partner-
ships or S corporations that own directly or
indirectly stock of CFCs or QEFs.

(3) Application of section 1248.

(4) Amounts distributed by an estate or
trust.

(5) Properly allocable deductions.

(i) General rule.

(ii) Additional rules.

(d) Conforming basis adjustments.

(1) Basis adjustments under sections 961
and 1293.

(i) Stock held by individuals, estates, or
trusts.

(ii) Stock held by domestic partnerships or
S corporations.

(A) Rule when an election under paragraph
(g) of this section is not in effect.

(B) Rules when an election under para-
graph (g) of this section is in effect.

(2) Special rules for partners that own in-
terests in domestic partnerships that own di-
rectly or indirectly stock of CFCs or QEFs.

(3) Special rules for S corporation share-
holders that own interests in S corporations
that own directly or indirectly stock of CFCs
or QEF's.

(4) Special rules for participants in com-
mon trust funds.

(e) Conforming adjustments to modified
adjusted gross income and adjusted gross in-
come.

(1) Individuals.

(2) Estates and trusts.

(f) Application to estates and trusts.

(g) Election with respect to CFCs and
QEFs.

(1) Effect of election.

(2) Years to which election applies.

(i) In general.

(ii) Termination of interest in CFC or QEF.

(iii) Termination of partnership.

(3) Who may make the election.

(4) Time and manner for making the elec-
tion.

(i) Individuals, estates, and trusts.

(A) General rule.

(B) Special rule for charitable remainder
trusts (CRTSs).

(ii) Certain domestic passthrough entities.

(iii) Taxable years that begin before Janu-
ary 1, 2014.

(A) Individuals, estates, or trusts.

(B) Certain domestic passthrough entities.

(iv) Time for making election.

(h) Examples.
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(i) Effective/applicability date.

[T.D. 9644, 78 FR 72422, Dec. 2, 2013, as amend-
ed at 79 FR 18160, Apr. 1, 2014]

§1.1411-1 General rules.

(a) General rule. Except as otherwise
provided, all Internal Revenue Code
(Code) provisions that apply for chap-
ter 1 purposes in determining taxable
income (as defined in section 63(a)) of a
taxpayer also apply in determining the
tax imposed by section 1411.

(b) Adjusted gross income. All ref-
erences to an individual’s adjusted
gross income are treated as references
to adjusted gross income as defined in
section 62, and all references to an es-
tate’s or trust’s adjusted gross income
are treated as references to adjusted
gross income as defined in section
67(e). However, there may be additional
adjustments to adjusted gross income
because of investments in controlled
foreign corporations (CFCs) or passive
foreign investment companies (PFICs).
See §1.1411-10(e).

(c) Effect of section 1411 and the regula-
tions thereunder for other purposes. The
inclusion or exclusion of items of in-
come, gain, loss, or deduction in deter-
mining net investment income for pur-
poses of section 1411, and the assign-
ment of items of income, gain, loss, or
deduction to a particular category of
net investment income under section
1411(c)(1)(A), does not affect the treat-
ment of any item of income, gain, loss,
or deduction under any provision of the
Code other than section 1411.

(d) Definitions. The following defini-
tions apply for purposes of calculating
net investment income under section
1411 and the regulations thereunder—

(1) The term gross income from annu-
ities under section 1411(c)(1)(A) includes
the amount received as an annuity
under an annuity, endowment, or life
insurance contract that is includible in
gross income as a result of the applica-
tion of section 72(a) and section 72(b),
and an amount not received as an an-
nuity under an annuity contract that
is includible in gross income under sec-
tion 72(e). In the case of a sale of an an-
nuity, to the extent the sales price of
the annuity does not exceed its sur-
render value, the gain recognized would
be treated as gross income from an an-
nuity within the meaning of section
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1411(c)(1)(A)(I) and §1.1411-4(a)(1)().
However, if the sales price of the annu-
ity exceeds its surrender value, the
seller would treat the gain equal to the
difference between the basis in the an-
nuity and the surrender value as gross
income from an annuity described in
section 1411(c)(1)(A)(i) and §1.1411-
4(a)(1)(Q) and the excess of the sales
price over the surrender value as gain
from the disposition of property in-
cluded in section 1411(c)(1)(A)(iii) and
§1.1411-4(a)(1)(iii). The term gross in-
come from annuities does not include
amounts paid in consideration for serv-
ices rendered. For example, distribu-
tions from a foreign retirement plan
that are paid in the form of an annuity
and include investment income that
was earned by the retirement plan does
not constitute income from an annuity
within the meaning of section
1411(c)(1)(A){).

(2) The term controlled foreign cor-
poration (CFC) is as defined in section
953(c)(1)(B) or 957(a).

(3) The term gross income from divi-
dends includes any item treated as a
dividend for purposes of chapter 1. See
also §1.1411-10 for additional amounts
that constitute gross income from divi-
dends. The term gross income from divi-
dends includes, but is not limited to,
amounts treated as dividends—

(i) Pursuant to subchapter C that are
included in gross income (including
constructive dividends);

(ii) Pursuant to section 1248(a), other
than as provided in §1.1411-10;

(iii) Pursuant to §1.367(b)-2(e)(2);

(iv) Pursuant to section 1368(c)(2);
and

(v) Substitute dividends that rep-
resent payments made to the trans-
feror of a security in a securities lend-
ing transaction or a sale-repurchase
transaction.

(4) The term excluded income means:

(i) Items of income excluded from
gross income in chapter 1. For exam-
ple, interest on state and local bonds
excluded from gross income under sec-
tion 103 and gain from the sale of a
principal residence excluded from gross
income under section 121.

(ii) Items of income not included in
net investment income, as determined
under §§1.1411-4 and 1.1411-10. For ex-
ample, wages, unemployment com-
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pensation, Alaska Permanent Fund
Dividends, alimony, and Social Secu-
rity Benefits.

(iii) Items of gross income and net
gain specifically excluded by section
1411, the regulations thereunder, or
other guidance published in the Inter-
nal Revenue Bulletin. For example,
gains from the disposition of property
used in a trade of business not de-
scribed in section 1411(c)(2) under
§1.1411-4(d)(4)(i), distributions from
certain Qualified Plans described in
section 1411(c)(5) and §1.1411-8, income
taken into account in determining self-
employment income that is subject to
tax under section 1401(b) described in
section 1411(c)(6) and §1.1411-9, and sec-
tion 951(a) inclusions from a CFC for
which a §1.1411-10(g) election is not in
effect.

(5) The term individual means any
natural person.

(6) The term gross income from interest
includes any item treated as interest
income for purposes of chapter 1 and
substitute interest that represents pay-
ments made to the transferor of a secu-
rity in a securities lending transaction
or a sale-repurchase transaction.

(7) The term married and married taz-
payer has the same meaning as in sec-
tion 7703.

(8) The term mnet investment income
(NII) means net investment income as
defined in section 1411(c) and §1.1411-4,
as adjusted pursuant to the rules de-
scribed in §1.1411-10(c).

(9) The term passive foreign investment
company (PFIC) is as defined in section
1297(a).

(10) The term gross income from rents
includes amounts paid or to be paid
principally for the use of (or the right
to use) tangible property.

(11) The term gross income from royal-
ties includes amounts received from
mineral, oil, and gas royalties, and
amounts received for the privilege of
using patents, copyrights, secret proc-
esses and formulas, goodwill, trade-
marks, tradebrands, franchises, and
other like property.

(12) The term trade or business refers
to a trade or business within the mean-
ing of section 162.

(13) The term United States person is
as defined in section 7701(a)(30).
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(14) The term United States share-
holder is as defined in section 951(b).

(e) Disallowance of certain credits
against the section 1411 tax. Amounts
that may be credited against only the
tax imposed by chapter 1 of the Code
may not be credited against the section
1411 tax imposed by chapter 2A of the
Code unless specifically provided in the
Code. For example, the foreign income,
war profits, and excess profits taxes
that are allowed as a foreign tax credit
by section 27(a), section 642(a), and sec-
tion 901, respectively, are not allowed
as a credit against the section 1411 tax.

(f) Application to taxable years begin-
ning before January 1, 2014—(1) Retro-
active application of regulations. Tax-
payers that are subject to section 1411,
and any other taxpayer to which these
regulations may apply (such as part-
nerships and S corporations), may
apply §§1.1411-1 through 1.1411-10 (in-
cluding the ability to make any elec-
tion(s) contained therein) in any tax-
able year that begins after December
31, 2012, but before January 1, 2014, for
which the period of limitation under
section 6501 has not expired.

(2) Reliance and transitional rules. For
taxable years beginning before January
1, 2014, the Internal Revenue Service
will not challenge a taxpayer’s com-
putation of tax under section 1411 if the
taxpayer has made a reasonable, good
faith effort to comply with the require-
ments of section 1411. For example, a
taxpayer’s compliance with the provi-
sions of the proposed and final regula-
tions under section 1411 (REG-130507-11
or REG-130843-13), generally, will be
considered a reasonable, good faith ef-
fort to comply with the requirements
of section 1411 if reliance on such regu-
lation projects under section 1411 are
applied in their entirety, and the tax-
payer makes reasonable adjustments to
ensure that their section 1411 tax li-
ability in the taxable years beginning
after December 31, 2013, is not inappro-
priately distorted by the positions
taken in taxable years beginning after
December 31, 2012, but before January
1, 2014. A similar rule applies to any
other taxpayer to which these regula-
tions may apply (such as partnerships
and S corporations).

(g) Effective/applicability date. This
section applies to taxable years begin-
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ning after December 31, 2013. However,
taxpayers may apply this section to
taxable years beginning after Decem-
ber 31, 2012, in accordance with para-
graph (f) of this section.

[T.D. 9644, 78 FR 72424, Dec. 2, 2013]

§1.1411-2 Application to individuals.

(a) Individual to whom tax applies—(1)
In general. Section 1411 applies to an in-
dividual who is a citizen or resident of
the United States (within the meaning
of section 7701(a)(30)(A)). Section 1411
does not apply to nonresident alien in-
dividuals (within the meaning of sec-
tion 7701(b)(1)(B)). See paragraph
(a)(2)(vi) of this section for special
rules regarding bona fide residents of
United States territories.

(2) Special rules—(i) Dual resident indi-
viduals treated as residents of a foreign
country under an income tar treaty. A
dual resident taxpayer (as defined in
§301.7701(b)-7(a)(1)) who determines
that he or she is a resident of a foreign
country for treaty purposes pursuant
to an income tax treaty between the
United States and the foreign country
and who claims benefits of the treaty
as a nonresident of the United States
will be treated as a nonresident alien of
the United States for purposes of para-
graph (a)(1) of this section.

(ii) Dual-status resident aliens. A dual-
status individual who is a resident of
the United States for a portion of a
taxable year and a nonresident alien
for the other portion of the taxable
year will not be subject to section 1411
with respect to the portion of the year
for which that individual is treated as
a nonresident alien. The only income
the individual must take into account
for purposes of section 1411 is the in-
come he or she receives during the por-
tion of the year for which he or she is
treated as a resident of the United
States. The threshold amount under
paragraph (d)(1) of this section applies.

(iii) Joint returns in the case of a non-
resident alien individual married to a
United States citizen or resident—(A) De-
fault treatment. In the case of a United
States citizen or resident who is mar-
ried to a nonresident alien individual,
the spouses will be treated as married
filing separately for purposes of section
1411. For purposes of calculating the
tax imposed under section 1411(a)(l),
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the United States citizen or resident
spouse will be subject to the threshold
amount for a married taxpayer filing a
separate return in paragraph (d)(1)(ii)
of this section, and the nonresident
alien spouse will not be subject to tax
under section 1411. In accordance with
the rules for married individuals filing
separate returns, the spouse that is a
United States citizen or resident must
determine his or her own net invest-
ment income and modified adjusted
gross income.

(B) Taxpayer election. Married tax-
payers who file a joint Federal income
tax return pursuant to a section 6013(g)
election for purposes of chapter 1 and
chapter 24 also may elect to be treated
as making a section 6013(g) election for
purposes of chapter 2A (relating to the
tax imposed by section 1411).

(1) Effect of election. For purposes of
calculating the tax imposed under sec-
tion 1411(a)(1), the effect of an election
under section 6013(g) is to include the
combined income of the United States
citizen or resident spouse and the non-
resident spouse in the section 1411(a)(1)
calculation and to apply the threshold
amount for a taxpayer making a joint
return as set out in paragraph (d)(1)@i)
of this section.

(2) Procedural requirements for making
election. Taxpayers with a section
6013(g) election in effect for chapter 1
and chapter 24 purposes for any taxable
year beginning after December 31, 2012,
or taxpayers making a section 6013(g)
election for chapter 1 and chapter 24
purposes in any taxable year beginning
after December 31, 2012, who want to
apply their section 6013(g) election for
purposes of chapter 2A must make the
election for the first taxable year be-
ginning after December 31, 2013, in
which the United States taxpayer is
subject to tax under section 1411. The
determination of whether the United
States taxpayer is subject to tax under
section 1411 is made without regard to
the effect of the section 6013(g) election
described in paragraph (a)(2)(iii)(B) of
this section. The election, if made,
must be made in the manner prescribed
by forms, instructions, or in other
guidance on an original or amended re-
turn for the taxable year for which the
election is made. An election can be
made on an amended return only if the

64

26 CFR Ch. | (4-1-17 Edition)

taxable year for which the election is
made, and all taxable years that are af-
fected by the election, are not closed
by the period of limitations on assess-
ments under section 6501. Further, once
made, the duration and termination of
the section 6013(g) election for chapter
2A is governed by the rules of section
6013(2)(2) through (g)(6) and the regula-
tions thereunder.

(3) Ineffective elections. In the event a
taxpayer makes an election described
in paragraph (a)(2)(iii)(B) of this sec-
tion and subsequently determines that
such taxpayer does not meet the cri-
teria for making such election in such
tax year described in paragraph
(a)(2)(iii1)(B)(2) of this section, then
such original election will have no ef-
fect for that year and all future years.
In such a case, the taxpayer should
make appropriate adjustments to prop-
erly reflect the ineffective election.
However, notwithstanding the previous
sentence, if a taxpayer meets the cri-
teria for the same election in a subse-
quent year, such taxpayer is deemed to
treat such original election as being
made in that subsequent year unless
the taxpayer files (or amends) the re-
turn for such subsequent year to report
the taxpayer’s net investment income
tax without the original election. Fur-
thermore, this paragraph
(a)(2)(iii1)(B)(3) shall not apply if a tax-
payer does not meet the criteria de-
scribed in paragraph (a)(2)(iii)(B)(2) of
this section for making such election
in such tax year solely as a result of
the carryback of a net operating loss
pursuant to section 172.

(iv) Joint returns for a year in which
nonresident alien married to a United
States citizen or resident becomes a United
States resident—(A) Default treatment. In
the case of a United States citizen or
resident who is married to an indi-
vidual who is a nonresident alien indi-
vidual at the beginning of any taxable
year, but is a United States resident at
the close of such taxable year, each
spouse will be treated as married filing
separately for the entire year for pur-
poses of section 1411. For purposes of
calculating the tax imposed under sec-
tion 1411(a)(1), each spouse will be sub-
ject to the threshold amount for a mar-
ried taxpayer filing a separate return
in paragraph (d)(1)(ii) of this section.
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The spouse who becomes a United
States resident during the tax year will
be subject to section 1411 only with re-
spect to income received for the por-
tion of the year for which he or she is
treated as a United States resident.
Each spouse must determine his or her
own net investment income and modi-
fied adjusted gross income.

(B) Taxpayer election. Married tax-
payers who file a joint Federal income
tax return pursuant to a section 6013(h)
election for purposes of chapter 1 and
chapter 24 also may elect to be treated
as making a section 6013(h) election for
purposes of chapter 2A for such tax
year.

(1) Effect of election. For purposes of
calculating the tax imposed under sec-
tion 1411(a)(1), the effect of an election
under section 6013(h) is to include the
combined income of the United States
citizen or resident spouse and the dual-
status resident spouse in the section
1411(a)(1) calculation and to apply the
threshold amount for a taxpayer mak-
ing a joint return as set out in para-
graph (d)(1)(i) of this section.

(2) Procedural requirements for making
election. Taxpayers who make a section
6013(h) election for purposes of chapter
1 and chapter 24 for any taxable year
beginning after December 31, 2012, may
elect to have their section 6013(h) elec-
tion apply for purposes of chapter 2A.
The election, if made, must be made in
the manner prescribed by forms, in-
structions, or in other guidance on an
original or amended return for the tax-
able year for which the election is
made. An election can be made on an
amended return only if the taxable
year for which the election is made,
and all taxable years that are affected
by the election, are not closed by the
period of limitations on assessments
under section 6501. Further, in all
cases, once made, the section 6013(h)
election is governed by the rules of sec-
tion 6013(h)(2) and the regulations
thereunder.

(iv) Grantor trusts. For rules regard-
ing the treatment of owners of grantor
trusts, see §1.1411-3(b)(1)(V).

(v) Bankruptcy estates. A bankruptcy
estate administered under chapter 7
(relating to liquidations) or chapter 11
(relating to reorganizations) of the
Bankruptcy Code (Title 11 of the
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United States Code) of a debtor who is
an individual is treated as a married
taxpayer filing a separate return for
purposes of section 1411. See §1.1411-
2(d)(1)(i1).

(vi) Bona fide residents of United States
territories—(A) Applicability. An indi-
vidual who is a bona fide resident of a
United States territory is subject to
the tax imposed by section 1411(a)(1)
only if the individual is required to file
an income tax return with the United
States upon application of section 931,
932, 933, or 935 and the regulations
thereunder. With respect to an indi-
vidual described in this paragraph
(a)(2)(vi)(A), the amount excluded from
gross income under section 931 or 933
and any deduction properly allocable
or chargeable against amounts ex-
cluded from gross income under section
931 or 933, respectively, is not taken
into account in computing modified ad-
justed gross income under paragraph
(c) of this section or net investment in-
come (within the meaning of §1.1411-
1(d)).

(B) Coordination with exception for
nonresident aliens. An individual who is
both a bona fide resident of a United
States territory and a nonresident
alien individual with respect to the
United States is not subject to tax-
ation under section 1411(a)(1).

(C) Definitions. For purposes of this
section—

(I) Bona fide resident. The term bona
fide resident has the meaning provided
under section 937(a).

(2) United States territory. The term
United States territory means American
Samoa, Guam, the Northern Mariana
Islands, Puerto Rico, or the TUnited
States Virgin Islands.

(b) Calculation of tax—(1) In general.
In the case of an individual described
in paragraph (a)(1) of this section, the
tax imposed by section 1411(a)(1) for
each taxable year is equal to 3.8 per-
cent of the lesser of—

(i) Net investment income for such
taxable year; or

(ii) The excess (if any) of—

(A) The modified adjusted gross in-
come (as defined in paragraph (c) of
this section) for such taxable year;
over

(B) The threshold amount (as defined
in paragraph (d) of this section).
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(2) Example. During Year 1 (a year in
which section 1411 is in effect), A, an
unmarried United States citizen, has
modified adjusted gross income (as de-
fined in paragraph (c) of this section) of
$190,000, which includes $50,000 of net
investment income. A has a zero tax
imposed under section 1411 because the
threshold amount for a single indi-
vidual is $200,000 (as provided in para-
graph (d)(1)(iii) of this section). If dur-
ing Year 2, A has modified adjusted
gross income of $220,000, which includes
$50,000 of net investment income, then
the individual has a section 1411 tax of
$760 (3.8% multiplied by $20,000, the
lesser of $560,000 net investment income
or $20,000 excess of modified adjusted
gross income over the threshold
amount).

(c) Modified adjusted gross income—(1)
General rule. For purposes of section
1411, the term modified adjusted gross in-
come means adjusted gross income in-
creased by the excess of—

(i) The amount excluded from gross
income under section 911(a)(1); over

(ii) The amount of any deductions
(taken into account in computing ad-
justed gross income) or exclusions dis-
allowed under section 911(d)(6) with re-
spect to the amounts described in para-
graph (¢)(1)(i) of this section.

(2) Rules with respect to CFCs and
PFICs. Additional rules in §1.1411-
10(e)(1) apply to an individual that is a
United States shareholder of a con-
trolled foreign corporation (CFC) or
that is a United States person that di-
rectly or indirectly owns an interest in
a passive foreign investment company
(PFIC).

(d) Threshold amount—(1) In general.
The term threshold amount means—

(i) In the case of a taxpayer making
a joint return under section 6013 or a
surviving spouse (as defined in section
2(a)), $250,000;

(ii) In the case of a married taxpayer
filing a separate return, $125,000; and

(iii) In the case of any other indi-
vidual, $200,000.

(2) Taxable year of less than twelve
months—(i) General rule. In the case of
an individual who has a taxable year
consisting of less than twelve months
(short taxable year), the threshold
amount under paragraph (d)(1) of this
section is not reduced or prorated. For
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example, in the case of an unmarried
decedent who dies on June 1, the
threshold amount is $200,000 for the de-
cedent’s short taxable year that begins
on January 1 and ends on June 1.

(ii) Change of annual accounting pe-
riod. Notwithstanding paragraph
(d)(2)(i) of this section, an individual
who has a short taxable year resulting
from a change of annual accounting pe-
riod reduces the threshold amount to
an amount that bears the same ratio to
the full threshold amount provided
under paragraph (d)(1) of this section
as the number of months in the short
taxable year bears to twelve.

(e) Effective/applicability date. This
section applies to taxable years begin-
ning after December 31, 2013. However,
taxpayers may apply this section to
taxable years beginning after Decem-
ber 31, 2012, in accordance with §1.1411-
1(f).

[T.D. 9644, 78 FR 72424, Dec. 2, 2013, as amend-
ed at 79 FR 18160, Apr. 1, 2014]

§1.1411-3 Application to estates and
trusts.

(a) Estates and trusts to which tax ap-
plies—(1) In general—@i) General applica-
tion. Section 1411 and the regulations
thereunder apply to all estates and
trusts that are subject to the provi-
sions of part I of subchapter J of chap-
ter 1 of subtitle A of the Internal Rev-
enue Code, unless specifically exempt-
ed under paragraph (b) of this section.

(i1) Calculation of tax. The tax im-
posed by section 1411(a)(2) for each tax-
able year is equal to 3.8 percent of the
lesser of—

(A) The estate’s or trust’s undistrib-
uted net investment income for such
taxable year; or

(B) The excess (if any) of—

(I) The estate’s or trust’s adjusted
gross income (as defined in section
67(e) and as adjusted under §1.1411-
10(e)(2), if applicable) for such taxable
year; over

(2) The dollar amount at which the
highest tax bracket in section 1(e) be-
gins for such taxable year.

(2) Tazxable year of less than twelve
months—(@i) General rule. In the case of
an estate or trust that has a taxable
year consisting of less than twelve
months (short taxable year), the dollar
amount described in paragraph
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(a)(1)(i1)(B)(2) of this section is not re-
duced or prorated.

(i) Change of annual accounting pe-
riod. Notwithstanding paragraph
(a)(2)(i) of this section, an estate or
trust that has a short taxable year re-
sulting from a change of annual ac-
counting period (but not from an indi-
vidual’s death) reduces the dollar
amount described in paragraph
(a)(1)(1)(B)(2) of this section to an
amount that bears the same ratio to
that dollar amount as the number of
months in the short taxable year bears
to twelve.

(3) Rules with respect to CFCs and
PFICs. Additional rules in §1.1411-10
apply to an estate or trust that holds
an interest in a controlled foreign cor-
poration (CFC) or a passive foreign in-
vestment company (PFIC).

(b) Application to certain trusts and es-
tates—(1) Exception for certain trusts and
estates. The following trusts are not
subject to the tax imposed by section
1411:

(i) A trust or decedent’s estate all of
the unexpired interests in which are
devoted to one or more of the purposes
described in section 170(c)(2)(B).

(ii) A trust exempt from tax under
section 501.

(iii) A charitable remainder trust de-
scribed in section 664. However, see
paragraph (d) of this section for special
rules regarding the treatment of annu-
ity or unitrust distributions from such
a trust to persons subject to tax under
section 1411.

(iv) Any other trust, fund, or account
that is statutorily exempt from taxes
imposed in subtitle A. For example, see
sections 220(e)(1), 223(e)(1), 529(a), and
530(a).

(v) A trust, or a portion thereof, that
is treated as a grantor trust under sub-
part E of part I of subchapter J of
chapter 1. However, in the case of any
such trust or portion thereof, each
item of income or deduction that is in-
cluded in computing taxable income of
a grantor or another person under sec-
tion 671 is treated as if it had been re-
ceived by, or paid directly to, the
grantor or other person for purposes of
calculating such person’s net invest-
ment income.
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(vi) Electing Alaska Native Settle-
ment Trusts subject to taxation under
section 646.

(vii) Cemetery Perpetual Care Funds
to which section 642(i) applies.

(viii) Foreign trusts (as defined in
section 7701(a)(31)(B) and §301.7701-
7(a)(2)) (but see §§1.1411-3(e)(3)(ii) and
1.1411-4(e)(1)(ii) for rules related to dis-
tributions from foreign trusts to
United States beneficiaries).

(ix) Foreign estates (as defined in
section 7701(a)(31)(A)) (but see §1.1411-
3(e)(3)(ii) for rules related to distribu-
tions from foreign estates to United
States beneficiaries).

(2) Special rules for certain tarable
trusts and estates—(i) Qualified funeral
trusts. For purposes of the calculation
of any tax imposed by section 1411, sec-
tion 1411 and the regulations there-
under are applied to each qualified fu-
neral trust (within the meaning of sec-
tion 685) by treating each beneficiary’s
interest in each such trust as a sepa-
rate trust.

(ii) Bankruptcy estates. A bankruptcy
estate in which the debtor is an indi-
vidual is treated as a married taxpayer
filing a separate return for purposes of
section 1411. See §1.1411-2(a)(2)(v) and
(D@)(d).

(c) Application to electing small busi-
ness trusts (ESBTs)—(1) General applica-
tion. The S portion and non-S portion
(as defined in §1.641(c)-1(b)(2) and (3),
respectively) of a trust that has made
an ESBT election under section
1361(e)(3) and §1.1361-1(m)(2) are treated
as separate trusts for purposes of the
computation of undistributed net in-
vestment income in the manner de-
scribed in paragraph (e) of this section,
but are treated as a single trust for
purposes of determining the amount
subject to tax under section 1411. If a
grantor or another person is treated as
the owner of a portion of the ESBT, the
items of income and deduction attrib-
utable to the grantor portion (as de-
fined in §1.641(c)-1(b)(1)) are included in
the grantor’s calculation of net invest-
ment income and are not included in
the ESBT’s computation of tax de-
scribed in paragraph (c)(1)(ii) of this
section.

(2) Computation of tax. This paragraph
(c)(2) provides the method for an ESBT
to compute the tax under section 1411.
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(i) Step one. The S portion and non-S
portion computes each portion’s undis-
tributed net investment income as sep-
arate trusts in the manner described in
paragraph (e) of this section and then
combine these amounts to calculate
the ESBT’s undistributed net invest-
ment income.

(ii) Step two. The ESBT calculates its
adjusted gross income (as defined in
paragraph (a)(1)({i)(B)(I) of this sec-
tion). The ESBT’s adjusted gross in-
come is the adjusted gross income of
the non-S portion, increased or de-
creased by the net income or net loss of
the S portion, after taking into ac-
count all deductions, carryovers, and
loss limitations applicable to the S
portion, as a single item of ordinary in-
come (or ordinary loss).

(iii) Step three. The ESBT pays tax on
the lesser of—

(A) The ESBT’s total undistributed
net investment income; or

(B) The excess of the ESBT’s adjusted
gross income (as calculated in para-
graph (c)(2)(ii) of this section) over the
dollar amount at which the highest tax
bracket in section 1(e) begins for the
taxable year.

(3) Example. (i) In Year 1 (a year that
section 1411 is in effect), the non-S por-
tion of Trust, an ESBT, has dividend
income of $15,000, interest income of
$10,000, and capital 1loss of $5,000.
Trust’s S portion has net rental income
of $21,000 and a capital gain of $7,000.
The Trustee’s annual fee of $1,000 is al-
located 60% to the non-S portion and
40% to the S portion. Trust makes a
distribution from income to a single
beneficiary of $9,000.

(ii) Step ome. (A) Trust must compute
the undistributed net investment in-
come for the S portion and non-S por-
tion in the manner described in para-
graph (c) of this section.

The undistributed net investment in-
come for the S portion is $27,600 and is
determined as follows:

Net Rental Income ..........ccceevenenenn $21,000
Capital Gain . 7,000
Trustee Annual Fee ...................... (400)

Total S portion undistributed
net investment income ........ 27,600

(B) The undistributed net investment
income for the non-S portion is $12,400
and is determined as follows:

68

26 CFR Ch. | (4-1-17 Edition)

Dividend InCOMe .......ccevevvvniniveennnnns $15,000
Interest Income ............... 10,000
Deductible Capital Loss ... (3,000)
Trustee Annual Fee ...................... (600)

Distributable net income distribu-
BIon i (9,000)

Total non-S portion undistrib-
uted net investment income 12,400

(C) Trust combines the undistributed
net investment income of the S portion
and non-S portion from (ii)(A) and (B)
to arrive at Trust’s combined undis-
tributed net investment income.

S portion’s undistributed net in-

vestment income ....................... $27,600
Non-S portion’s undistributed net

investment income .................... 12,400
Combined undistributed net

investment income .............. 40,000

(iii) Step two. (A) The ESBT cal-
culates its adjusted gross income. Pur-
suant to paragraph (c)(2)(ii) of this sec-
tion, the ESBT’s adjusted gross income
is the non-S portion’s adjusted gross
income increased or decreased by the
net income or net loss of the S portion.

(B) The adjusted gross income for the
ESBT is $40,000 and is determined as
follows:

Dividend INCOME ....c.coeevuverneennennnes $15,000
Interest Income ............... 10,000
Deductible Capital Loss ... (3,000)
Trustee Annual Fee ...................... (600)
Distributable net income distribu-
BION oo (9,000)
S Portion Income .... . 27,600
Adjusted gross income ............ 40,000

(C) The S portion’s single item of or-
dinary income used in the ESBT’s ad-
justed gross income calculation is
$27,600. This item of income is deter-
mined by starting with net rental in-
come of $21,000 and capital gain of
$7,000 and reducing it by the S portion’s
$400 share of the annual trustee fee.

(iv) Step three. Trust pays tax on the
lesser of—

(A) The combined undistributed net
investment income ($40,000); or

(B) The excess of adjusted gross in-
come ($40,000) over the dollar amount
at which the highest tax bracket in
section 1(e) applicable to a trust begins
for the taxable year.

(d) Application to charitable remainder
trusts (CRTs)—(1) Operational rules—(i)
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Treatment of annuity or unitrust distribu-
tions. If one or more items of net in-
vestment income comprise all or part
of an annuity or unitrust distribution
from a CRT, such items retain their
character as net investment income in
the hands of the recipient of that annu-
ity or unitrust distribution.

(ii) Apportionment among multiple
beneficiaries. In the case of a CRT with
more than one annuity or unitrust ben-
eficiary, the net investment income is
apportioned among such beneficiaries
based on their respective shares of the
total annuity or unitrust amount paid
by the CRT for that taxable year.

(iii) Accumulated net investment in-
come. The accumulated net investment
income of a CRT is the total amount of
net investment income received by a
CRT for all taxable years that begin
after December 31, 2012, less the total
amount of net investment income dis-
tributed for all prior taxable years of
the trust that begin after December 31,
2012.

(2) Application of Section 664—(1) Gen-
eral rule. The Federal income tax rate
of the item of net investment income,
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to be used to determine the proper
classification of that item within the
appropriate income category as de-
scribed in §1.664-1(d)(1)(i)(b), is the sum
of the income tax rate applicable to
that item under chapter 1 and the tax
rate under section 1411. Thus, the accu-
mulated net investment income and
excluded income (as defined in §1.1411-
1(d)(4)) of a CRT in the same income
category constitute separate classes of
income within that category as de-
scribed in §1.664-1(d)(1)({)(b).

(i1) Special rules for CRTs with income
from CFCs or PFICs. [Reserved]

(iii) Examples. The following exam-
ples illustrate the provisions of this
paragraph (d)(2).

Example 1. (i) In 2009, A formed CRT as a
charitable remainder annuity trust. The
trust document requires an annual annuity
payment of $50,000 to A for 15 years. For pur-
poses of this example, assume that CRT is a
valid charitable remainder trust under sec-
tion 664 and has not received any unrelated
business taxable income during any taxable
year.

(ii) As of January 1, 2013, CRT has the fol-
lowing items of undistributed income within
its §1.664-1(d)(1) categories and classes:

Category Class (Ifé’;c?rﬁ?) Amount

Ordinary INCOMe .......c.ccceiiiiiiiiiiiiiice e Interest 39.6 $4,000
Net Rental Income ................... 39.6 8,000

Non-Qualified Dividend Income 39.6 2,000

Qualified Dividend Income ... 20.0 10,000

Capital GaIN ..o Short-Term .....cccceeeereieneens 39.6 39,000
Unrecaptured Section 1250 Gain 25.0 1,000

Long-Term 20.0 560,000

Other INCOME ..ot . None
Total undistributed income as of January 624,000

1, 2013.

Pursuant to §1.1411-3(d)(1)(iii), none of the
$624,000 of undistributed income is accumu-
lated net investment income (ANII) because
none of it was received by CRT after Decem-
ber 31, 2012. Thus, the entire $624,000 of undis-
tributed income is excluded income (as de-
fined in §1.1411-1(d)(4)).

(iii) During 2013, CRT receives $7,000 of in-
terest income, $9,000 of qualified dividend in-

come, $4,000 of short-term capital gain, and
$11,000 of long-term capital gain. Prior to the
2013 distribution of $50,000 to A, CRT has the
following items of undistributed income
within its §1.664-1(d)(1) categories and class-
es after the application of paragraph (d)(2) of
this section:

Category Class Excluded/ANII (I)i);cr:rt\?) Amount
Ordinary Income .... Interest .. 43.4 $7,000
Interest .. 39.6 4,000
Net Rental Income .. .... | Excluded ... 39.6 8,000
Non-Qualified Dividend Income Excluded 39.6 2,000
Qualified Dividend Income NIl ......... 23.8 9,000
Qualified Dividend Income .. Excluded 20.0 10,000
Capital Gain .......cccoevririeicicinnne Short-Term .....ccccooverineeiiiinns 43.4 4,000
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Category Class Excluded/ANII (Lgcr;t]% Amount

Short-Term ........ccoccvvvviviiiinnns Excluded .... 39.6 39,000

Unrecaptured Section 1250 Gain | Excluded 25.0 1,000

Long-Term .. wee | NI 23.8 11,000

Long-Term .. Excluded 20.0 560,000

Other Income ........cccceiiiciciinnnns None

(iv) The $50,000 distribution to A for 2013 will include the following amounts:

Category Class Excluded/ANII (Lz’ﬁc':r% Amount

Ordinary Income .........ccccveviinine Interest ... NIl 43.4 $7,000
Interest ... Excluded 39.6 4,000

Net Rental Income ... .... | Excluded 39.6 8,000

Non-Qualified Dividend Income Excluded .... 39.6 2,000

Qualified Dividend Income ......... 23.8 9,000

Qualified Dividend Income . Excluded 20.0 10,000

Capital Gain ......cccoevevereriiieienees Short-Term NI 43.4 4,000
Short-Term . | Excluded 39.6 6,000

Unrecaptured Section 1250 Gain | Excluded 25.0 None

Long-Term .. e | NI 23.8 None

Long-Term .. Excluded 20.0 None

The amount included in A’s 2013 net invest-
ment income is $20,000. This amount is com-
prised of $7,000 of interest income, $9,000 of
qualified dividend income, and $4,000 of
short-term capital gain.

(v) As a result, as of January 1, 2014, CRT
has the following items of undistributed in-
come within its §1.664-1(d)(1) categories and
classes:

Category Class Excluded/ANII (-lp—)aexrc(earg?) Amount
Ordinary Income ... Interest ... None
Net Rental None
Non-Qualified Dividend Income None
Qualified Dividend Income ......... | ... . None
Capital Gain .....cccoverrrerrcerciies Short-Term . | Excluded 39.6 $33,000
Unrecaptured Section 1250 Gain | Excluded 25.0 1,000
Long-Term .. ... | ANII ... 23.8 11,000
Long-Term .. Excluded 20.0 560,000
Other INCOMe .....cccvvviiriiiiiie . None

Example 2. [Reserved]

(3) Elective simplified method.
served]

(e) Calculation of undistributed net in-
vestment income—(1) In general. This
paragraph (e) provides special rules for
the computation of certain deductions
and for the allocation of net invest-
ment income between an estate or
trust and its beneficiaries. Generally,
an estate’s or trust’s net investment
income is calculated in the same man-
ner as that of an individual. See
§1.1411-10(c) for special rules regarding
CFCs, PFICs, and estates and trusts
holding interests in such entities.

(2) Undistributed mnet investment in-
come. An estate’s or trust’s undistrib-
uted net investment income is the es-
tate’s or trust’s net investment income

[Re-
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reduced by distributions of net invest-
ment income to beneficiaries and by
deductions under section 642(c) in the
manner described in paragraphs (e)(3)
and (e)(4) of this section.

(38) Distributions of nmet investment in-
come to beneficiaries. (i) In computing
the estate’s or trust’s undistributed net
investment income, net investment in-
come is reduced by distributions of net
investment income made to bene-
ficiaries. The deduction allowed under
this paragraph (e)(3) is limited to the
lesser of the amount deductible to the
estate or trust under section 651 or sec-
tion 661, as applicable, or the net in-
vestment income of the estate or trust.
In the case of a deduction under sec-
tion 651 or section 661 that consists of
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both net investment income and ex-
cluded income (as defined in §1.1411-
1(d)(4)), the distribution must be allo-
cated between net investment income
and excluded income in a manner simi-
lar to §1.661(b)-1 as if net investment
income constituted gross income and
excluded income constituted amounts
not includible in gross income. See
§1.661(c)-1 and Example 1 in paragraph
(e)(b) of this section.

(ii) If one or more items of net in-
vestment income comprise all or part
of a distribution for which a deduction
is allowed under paragraph (e)(3)(i) of
this section, such items retain their
character as net investment income
under section 652(b) or section 662(b), as
applicable, for purposes of computing
net investment income of the recipient
of the distribution who is subject to
tax under section 1411. The provisions
of this paragraph (e)(3)(ii) also apply to
distributions to United States bene-
ficiaries of current year income de-
scribed in section 652 or section 662, as
applicable, from foreign estates and
foreign nongrantor trusts.

(4) Deduction for amounts paid or per-
manently set aside for a charitable pur-
pose. In computing the estate’s or
trust’s undistributed net investment
income, the estate or trust is allowed a
deduction for amounts of net invest-
ment income that are allocated to
amounts allowable under section 642(c).
In the case of an estate or trust that
has items of income consisting of both
net investment income and excluded
income, the allowable deduction under
this paragraph (e)(4) must be allocated
between net investment income and ex-
cluded income in accordance with
§1.642(c)-2(b) as if net investment in-
come constituted gross income and ex-
cluded income constituted amounts not
includible in gross income. For an es-
tate or trust with deductions under
both sections 642(c) and 661, see
§1.662(b)-2 and Example 2 in paragraph
(e)(5) of this section.

(5) Examples. The following examples
illustrate the provisions of this para-
graph (e). In each example, Year 1 is a
year in which section 1411 is in effect
and the taxpayer is not a foreign estate
or trust:

Example 1. Calculation of undistributed net
investment income (with no deduction under
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section 642(c)). (i) In Year 1, Trust has divi-
dend income of $15,000, interest income of
$10,000, capital gain of $5,000, and $75,000 of
taxable income relating to a distribution
from an individual retirement account (as
defined under section 408). Trust has no ex-
penses. Trust distributes $10,000 of its cur-
rent year trust accounting income to A, a
beneficiary of Trust.

(ii) Trust’s distributable net income is
$100,000 ($15,000 in dividends plus $10,000 in in-
terest plus $75,000 of taxable income from an
individual retirement account), from which
the $10,000 distribution to A is paid. Trust’s
deduction under section 661 is $10,000. Under
§1.662(b)-1, the deduction reduces each class
of income comprising distributable net in-
come on a proportional basis. The $10,000 dis-
tribution equals 10% of distributable net in-
come ($10,000 divided by $100,000). Therefore,
the distribution consists of dividend income
of $1,600, interest income of $1,000, and ordi-
nary income attributable to the individual
retirement account of $7,500. Because the
$5,000 of capital gain allocated to principal
for trust accounting purposes did not enter
into distributable net income, no portion of
that amount is included in the $10,000 dis-
tribution, nor does it qualify for the deduc-
tion under section 661.

(iii) Trust’s net investment income is
$30,000 ($15,000 in dividends plus $10,000 in in-
terest plus $5,000 in capital gain). Trust’s
$75,000 of taxable income attributable to the
individual retirement account is excluded in-
come under §1.1411-1(d)(4). Trust’s undistrib-
uted net investment income under paragraph
(e)(2) of this section is $27,600, which is
Trust’s net investment income ($30,000) less
the amount of dividend income ($1,500) and
interest income ($1,000) distributed to A. The
$27,500 of undistributed net investment in-
come is comprised of the capital gain allo-
cated to principal ($5,000), the remaining un-
distributed dividend income ($13,500), and the
remaining undistributed interest income
($9,000).

(iv) Under paragraph (e)(3) of this section
and pursuant to §1.1411-4(a)(1), A’s net in-
vestment income includes dividend income
of $1,500 and interest income of $1,000, but
does not include the $7,500 of ordinary in-
come attributable to the individual retire-
ment account because it is excluded from net
investment income under §1.1411-8.

Example 2. Calculation of undistributed net
investment income (with deduction under sec-
tion 642(c)). (i) Same facts as Erample 1, ex-
cept Trust is required to distribute $30,000 to
A. In addition, Trust has a $10,000 deduction
under section 642(c) (deduction for amounts
paid for a charitable purpose). Trust also
makes an additional discretionary distribu-
tion of $20,000 to B, a beneficiary of Trust. As
in Example 1, Trust’s net investment income
is $30,000 ($15,000 in dividends plus $10,000 in
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interest plus $5,000 in capital gain). In ac-
cordance with §§1.661(b)-2 and 1.662(b)-2, the
items of income must be allocated between
the mandatory distribution to A, the discre-
tionary distribution to B, and the $10,000 dis-
tribution to a charity.

(ii) For purposes of the mandatory dis-
tribution to A, Trust’s distributable net in-
come is $100,000. See §1.662(b)-2, Example 1(b).
Trust’s deduction under section 661 for the
distribution to A is $30,000. Under §1.662(b)-1,
the deduction reduces each class of income
comprising distributable net income on a
proportional basis. The $30,000 distribution
equals 30% of distributable net income
($30,000 divided by $100,000). Therefore, the
distribution consists of dividend income of
$4,500, interest income of $3,000, and ordinary
income attributable to the individual retire-
ment account of $22,500. A’s mandatory dis-
tribution thus consists of $7,500 of net invest-
ment income and $22,500 of excluded income.

(iii) Trust’s remaining distributable net in-
come is $70,000. Trust’s remaining undistrib-
uted net investment income is $22,500. The
$10,000 deduction under section 642(c) is allo-
cated in the same manner as the distribution
to A, where the $10,000 distribution equals
10% of distributable net income ($10,000 di-
vided by $100,000). For purposes of deter-
mining undistributed net investment in-
come, Trust’s net investment income is re-
duced by $2,500 under paragraph (e)(4) of this
section (dividend income of $1,500, interest
income of $1,000, but with no reduction for
amounts attributable to the individual re-
tirement account of $7,500).

(iv) With respect to the discretionary dis-
tribution to B, Trust’s remaining distribut-
able net income is $60,000. Trust’s remaining
undistributed net investment income is
$20,000. Trust’s deduction under section 661
for the distribution to B is $20,000. The
$20,000 distribution equals 20% of distribut-
able net income ($20,000 divided by $100,000).
Therefore, the distribution consists of divi-
dend income of $3,000, interest income of
$2,000, and ordinary income attributable to
the individual retirement account of $15,000.
B’s distribution consists of $5,000 of net in-
vestment income and $15,000 of excluded in-
come.

(v) Trust’s undistributed net investment
income is $15,000 after taking into account
distribution deductions and section 642(c) in
accordance with paragraphs (e)(3) and (e)(4)
of this section, respectively. To arrive at
Trust’s undistributed net investment income
of $15,000, Trust’s net investment income of
$30,000 is reduced by $7,500 of the mandatory
distribution to A, $2,500 of the section 642(c)
deduction, and $5,000 of the discretionary dis-
tribution to B. The undistributed net invest-
ment income consists of the remaining divi-
dend income of $6,000 ($15,000 less $4,500 less
$1,600 less $3,000), interest income of $4,000
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(810,000 less $1,000 less $3,000 less $2,000), and
the $5,000 of undistributed capital gain.

Example 3. Fiscal Year Estate. (i) D died in
2011. D’s estate (Estate) filed its first return
that established its fiscal year ending Octo-
ber 31, 2011. During Estate’s fiscal year end-
ing October 31, 2013, it earned $10,000 of inter-
est, $1,000 of dividends, and $15,000 of short-
term gains. The Estate distributed its inter-
est and dividends to S, D’s spouse and sole
beneficiary, on a quarterly basis; the last
quarter’s payment for that taxable year was
made to S on December 5, 2013. Pursuant to
§1.662(c)-1, S is deemed to have received the
first three payments for that taxable year,
regardless of the actual payment dates, on
October 31, 2013, the last day of Estate’s tax-
able year. Estate makes a timely section
663(b) election to treat the fourth quarter
distribution to S as having been made on Oc-
tober 31, 2013, the last day of Estate’s pre-
ceding taxable year. Accordingly, S is
deemed to have received $10,000 of interest
and $1,000 of dividends on October 31, 2013.

(ii) Because Estate’s fiscal year ending Oc-
tober 31, 2013, began on November 1, 2012, the
Estate is not subject to section 1411 on in-
come received during that taxable year.
Therefore, none of the income received by
Estate during its fiscal year ending October
31, 2013, is net investment income. Pursuant
to paragraph (e)(3)(ii) of this section, because
none of the distributed interest or dividend
income constituted net investment income
to Estate, the $10,000 of interest and $1,000 of
dividends that Estate distributed to S does
not constitute net investment income to S.

(f) Effective/applicability date. This
section applies to taxable years begin-
ning after December 31, 2013, except
that paragraph (d) of this section ap-
plies to taxable years of CRTs that
begin after December 31, 2012. However,
taxpayers other than CRTs may apply
this section to taxable years beginning
after December 31, 2012, in accordance
with §1.1411-1(f).

[T.D. 9644, 78 FR 72424, Dec. 2, 2013, as amend-
ed at 79 FR 18160, Apr. 1, 2014]

§1.1411-4 Definition of net investment
income.

(a) In general. For purposes of section
1411 and the regulations thereunder,
net investment income means the ex-
cess (if any) of—

(1) The sum of—

(i) Gross income from interest, divi-
dends, annuities, royalties, and rents,
except to the extent excluded by the
ordinary course of a trade or business
exception described in paragraph (b) of
this section;
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(ii) Other gross income derived from
a trade or business described in §1.1411-
5; and

(iii) Net gain (to the extent taken
into account in computing taxable in-
come) attributable to the disposition of
property, except to the extent excluded
by the exception described in para-
graph (d)(4)(i)(A) of this section for
gain or loss attributable to property
held in a trade or business not de-
scribed in §1.1411-5; over

(2) The deductions allowed by sub-
title A that are properly allocable to
such gross income or net gain (as de-
termined in paragraph (f) of this sec-
tion).

(b) Ordinary course of a trade or busi-
ness exception. Gross income described
in paragraph (a)(1)(i) of this section is
excluded from net investment income
if it is derived in the ordinary course of
a trade or business not described in
§1.1411-5. See §1.1411-6 for rules regard-
ing working capital. To determine
whether gross income described in
paragraph (a)(1)(i) of this section is de-
rived in a trade or business, the fol-
lowing rules apply.

(1) In the case of an individual, es-
tate, or trust that owns or engages in a
trade or business directly (or indirectly
through ownership of an interest in an
entity that is disregarded as an entity
separate from its owner under
§301.7701-3), the determination of
whether gross income described in
paragraph (a)(1)(i) of this section is de-
rived in a trade or business is made at
the individual, estate, or trust level.

(2) In the case of an individual, es-
tate, or trust that owns an interest in
a passthrough entity (for example, a
partnership or S corporation), and that
entity is engaged in a trade or busi-
ness, the determination of whether
gross income described in paragraph
(a)(1)(Q) of this section is—

(i) Derived in a trade or business de-
scribed in §1.1411-5(a)(1) is made at the
owner level; and

(ii) Derived in a trade or business de-
scribed in §1.1411-5(a)(2) is made at the
entity level.

(3) The following examples illustrate
the provisions of this paragraph (b).
For purposes of these examples, assume
that the taxpayer is a United States
citizen, uses a calendar taxable year,

73

§1.1411-4

and Year 1 and all subsequent years are
taxable years in which section 1411 is
in effect:

Example 1. Multiple passthrough entities. A,
an individual, owns an interest in UTP, a
partnership, which is engaged in a trade or
business. UTP owns an interest in L'TP, also
a partnership, which is not engaged in a
trade or business. LTP receives $10,000 in
dividends, $5,000 of which is allocated to A
through UTP. The $5,000 of dividends is not
derived in a trade or business because LTP is
not engaged in a trade or business. This is
true even though UTP is engaged in a trade
or business. Accordingly, the ordinary course
of a trade or business exception described in
paragraph (b) of this section does not apply,
and A’s $5,000 of dividends is net investment
income under paragraph (a)(1)(i) of this sec-
tion.

Example 2. Multiple passthrough entities. B,
an individual, owns an interest in UTP2, a
partnership, which is not engaged in a trade
or business. UTP2 owns an interest in L'TP2,
also a partnership, which is engaged in a
commercial lending trade or business. LTP2
is not engaged in a trade or business de-
scribed in §1.1411-5(a)(2). LTP2’s trade or
business is not a passive activity (within the
meaning of section 469) with respect to B.
LTP2 earns $10,000 of interest income from
its trade or business which is allocated to B
through UTP2. Although UTP2 is not en-
gaged in a trade or business, the $10,000 of in-
terest income is derived in the ordinary
course of L'TP2’s lending trade or business.
Because LTP2 is not engaged in a trade or
business described in §1.1411-5(a)(2) and be-
cause LTP2’s trade or business is not a pas-
sive activity with respect to B (as described
in §1.1411-5(a)(1)), the ordinary course of a
trade or business exception described in
paragraph (b) of this section applies, and B’s
$10,000 of interest is not included as net in-
vestment income under paragraph (a)(1)(i) of
this section.

Example 3. Entity engaged in trading in fi-
nancial instruments. C, an individual, owns an
interest in PRS, a partnership, which is en-
gaged in a trade or business of trading in fi-
nancial instruments (as defined in §1.1411-
5(a)(2)). PRS’ trade or business is not a pas-
sive activity (within the meaning of section
469) with respect to C. In addition, C is not
directly engaged in a trade or business of
trading in financial instruments or commod-
ities. PRS earns interest of $50,000, and C’s
distributive share of the interest is $25,000.
Because PRS is engaged in a trade or busi-
ness described in §1.1411-5(a)(2), the ordinary
course of a trade or business exception de-
scribed in paragraph (b) of this section does
not apply, and C’s $25,000 distributive share
of the interest is net investment income
under paragraph (a)(1)(i) of this section.



§1.1411-4

Example 4. Application of ordinary course of
a trade or business exception. D, an individual,
owns stock in S corporation, S. S is engaged
in a banking trade or business (that is not a
trade or business of trading in financial in-
struments or commodities), and S’s trade or
business is not a passive activity (within the
meaning of section 469) with respect to D be-
cause D materially participates in the activ-
ity. S earns $100,000 of interest in the ordi-
nary course of its trade or business, of which
$5,000 is D’s pro rata share. For purposes of
paragraph (b) of this section, the interest in-
come is derived in the ordinary course of S’s
banking business because it is not working
capital under section 1411(c)(3) and §1.1411-
6(a) (because it is considered to be derived in
the ordinary course of a trade or business
under the principles of §1.469-2T(c)(3)(ii)(A)).
Because S is not engaged in a trade or busi-
ness described in §1.1411-5(a)(2) and because
S’s trade or business is not a passive activity
with respect to D (as described in §1.1411-
5(a)(1)), the ordinary course of a trade or
business exception described in paragraph (b)
of this section applies, and D’s $5,000 of inter-
est is not included under paragraph (a)(1)d)
of this section.

(c) Other gross income from a trade or
business described in §1.1411-5. For a
trade or business described in §1.1411-5,
paragraph (a)(1)(ii) of this section in-
cludes all other gross income (within
the meaning of section 61) that is not
gross income described in paragraph
(a)(1)(i) of this section or net gain de-
scribed in paragraph (a)(1)(iii) of this
section.

(d) Net gain. This paragraph (d) de-
scribes special rules for purposes of
paragraph (a)(1)(iii) of this section.

(1) Definition of disposition. For pur-
poses of section 1411 and the regula-
tions thereunder, the term disposition
means a sale, exchange, transfer, con-
version, cash settlement, cancellation,
termination, lapse, expiration, or other
disposition (including a deemed dis-
position, for example, under section
8TTA).

(2) Limitation. The calculation of net
gain may not be less than zero. Losses
allowable under section 1211(b) are per-
mitted to offset gain from the disposi-
tion of assets other than capital assets
that are subject to section 1411.

(3) Net gain attributable to the disposi-
tion of property—(i) General rule. Net
gain attributable to the disposition of
property is the gain described in sec-
tion 61(a)(3) recognized from the dis-
position of property reduced, but not
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below zero, by losses deductible under
section 165, including Ilosses attrib-
utable to casualty, theft, and abandon-
ment or other worthlessness. The rules
in subchapter O of chapter 1 and the
regulations thereunder apply. See, for
example, §1.61-6(b). For purposes of
this paragraph, net gain includes, but
is not limited to, gain or loss attrib-
utable to the disposition of property
from the investment of working capital
(as defined in §1.1411-6); gain or loss at-
tributable to the disposition of a life
insurance contract; and gain attrib-
utable to the disposition of an annuity
contract to the extent the sales price
of the annuity exceeds the annuity’s
surrender value.

(ii) Examples. The following examples
illustrate the provisions of this para-
graph (d)(3). For purposes of these ex-
amples, assume that the taxpayer is a
United States citizen, uses a calendar
taxable year, and Year 1 and all subse-
quent years are taxable years in which
section 1411 is in effect:

Example 1. Calculation of net gain. (i) In
Year 1, A, an unmarried individual, realizes
a capital loss of $40,000 on the sale of P stock
and realizes a capital gain of $10,000 on the
sale of Q stock, resulting in a net capital loss
of $30,000. Both P and Q are C corporations.
A has no other capital gain or capital loss in
Year 1. In addition, A receives wages of
$300,000 and earns $5,000 of gross income from
interest. For income tax purposes, under sec-
tion 1211(b), A may use $3,000 of the net cap-
ital loss against other income. Under section
1212(b)(1), the remaining $27,000 is a capital
loss carryover. For purposes of determining
A’s Year 1 net gain under paragraph
(a)(1)(iii) of this section, A’s gain of $10,000
on the sale of the Q stock is reduced by A’s
loss of $40,000 on the sale of the P stock. In
addition, A may reduce net investment in-
come by the $3,000 of the excess of capital
losses over capital gains allowed for income
tax purposes under section 1211(b).

(ii) In Year 2, A has a capital gain of $30,000
on the sale of Y stock. Y is a C corporation.
A has no other capital gain or capital loss in
Year 2. For income tax purposes, A may re-
duce the $30,000 gain by the Year 1 section
1212(b) $27,000 capital loss carryover. For pur-
poses of determining A’s Year 2 net gain
under paragraph (a)(1)(iii) of this section, A’s
$30,000 gain may also be reduced by the
$27,000 capital loss carryover from Year 1.
Therefore, in Year 2, A has $3,000 of net gain
for purposes of paragraph (a)(1)(iii) of this
section.

Example 2. Calculation of net gain. The facts
are the same as in Example 1, except that in
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Year 1, A also realizes a gain of $20,000 on the
sale of Rental Property D, all of which is
treated as ordinary income under section
1250. For income tax purposes, under section
1211(b), A may use $3,000 of the net capital
loss against other income. Under section
1212(b)(1) the remaining $27,000 is a capital
loss carryover. For purposes of determining
A’s net gain under paragraph (a)(1)(iii) of
this section, A’s gain of $10,000 on the sale of
the Q stock is reduced by A’s loss of $40,000
on the sale of the P stock. A’s $20,000 gain on
the sale of Rental Property D is reduced to
the extent of the $3,000 loss allowed under
section 1211(b). Therefore, A’s net gain for
Year 1 is $17,000 ($20,000 gain treated as ordi-
nary income on the sale of Rental Property
D reduced by $3,000 loss allowed under sec-
tion 1211).

Example 3. Section 121(a) exclusion. (i) In
Year 1, A, an unmarried individual, sells a
house that A has owned and used as A’s prin-
cipal residence for the five years preceding
the sale and realizes $200,000 in gain. In addi-
tion to the gain realized from the sale of A’s
principal residence, A also realizes $7,000 in
long-term capital gain. A has a $5,000 short-
term capital loss carryover from a year pre-
ceding the effective date of section 1411.

(ii) For income tax purposes, under section
121(a), A excludes the $200,000 gain realized
from the sale of A’s principal residence from
A’s Year 1 gross income. In determining A’s
Year 1 adjusted gross income, A also reduces
the $7,000 capital gain by the $5,000 capital
loss carryover allowed under section 1211(b).

(iii) For section 1411 purposes, under sec-
tion 121(a), A excludes the $200,000 gain real-
ized from the sale of A’s principal residence
from A’s Year 1 gross income and, con-
sequently, from A’s net investment income.
In determining A’s Year 1 net gain under
paragraph (a)(1)(iii) of this section, A re-
duces the $7,000 capital gain by the $5,000
capital loss carryover allowed under section
1211(D).

Example 4. Section 1031 like-kind exchange.
(i) In Year 1, A, an unmarried individual who
is not a dealer in real estate, purchases
Greenacre, a piece of undeveloped land, for
$10,000. A intends to hold Greenacre for in-
vestment.

(ii) In Year 3, A enters into an exchange in
which A transfers Greenacre, now valued at
$20,000, and $5,000 cash for Blackacre, another
piece of undeveloped land, which has a fair
market value of $25,000. The exchange is a
transaction for which no gain or loss is rec-
ognized under section 1031.

(iii) In Year 3, for income tax purposes, A
does not recognize any gain from the ex-
change of Greenacre for Blackacre. A’s basis
in Blackacre is $15,000 ($10,000 substituted
basis in Greenacre plus $5,000 additional cost
of acquisition). For purposes of section 1411,
A’s net investment income for Year 3 does
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not include any realized gain from the ex-
change of Greenacre for Blackacre.

(iv) In Year 5, A sells Blackacre to an unre-
lated party for $35,000 in cash.

(v) In Year 5, for income tax purposes, A
recognizes capital gain of $20,000 ($35,000 sale
price minus $15,000 basis). For purposes of
section 1411, A’s net investment income in-
cludes the $20,000 gain recognized from the
sale of Blackacre.

(4) Gains and losses excluded from net
investment income—(i) Exception for gain
or loss attributable to property held in a
trade or business not described in §1.1411-
5—(A) General rule. Net gain does not
include gain or loss attributable to
property (other than property from the
investment of working capital (as de-
scribed in §1.1411-6)) held in a trade or
business not described in §1.1411-5.

(B) Special rules for determining wheth-
er property is held in a trade or business.
To determine whether net gain de-
scribed in paragraph (a)(1)(iii) of this
section is from property held in a trade
or business—

(I) A partnership interest or S cor-
poration stock generally is not prop-
erty held in a trade or business. There-
fore, gain from the sale of a partner-
ship interest or S corporation stock is
generally gain described in paragraph
(a)(1)(iii) of this section. However, net
gain does not include certain gain or
loss attributable to the disposition of
certain interests in partnerships and S
corporations as provided in §1.1411-7.

(2) In the case of an individual, es-
tate, or trust that owns or engages in a
trade or business directly (or indirectly
through ownership of an interest in an
entity that is disregarded as an entity
separate from its owner under
§301.7701-3), the determination of
whether net gain described in para-
graph (a)(1)(iii) of this section is attrib-
utable to property held in a trade or
business is made at the individual, es-
tate, or trust level.

(3) In the case of an individual, es-
tate, or trust that owns an interest in
a passthrough entity (for example, a
partnership or S corporation), and that
entity is engaged in a trade or busi-
ness, the determination of whether net
gain described in paragraph (a)(1)(iii) of
this section from such entity is attrib-
utable to—
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(1) Property held in a trade or busi-
ness described in §1.1411-5(a)(1) is made
at the owner level; and

(ii) Property held in a trade or busi-
ness described in §1.1411-5(a)(2) is made
at the entity level.

(C) Examples. The following examples
illustrate the provisions of this para-
graph (d)(4)(i). For purposes of these
examples, assume the taxpayer is a
United States citizen, uses a calendar
taxable year, and Year 1 and all subse-
quent years are taxable years in which
section 1411 is in effect:

Example 1. Gain from rental activity. A, an
unmarried individual, rents a boat to B for
$100,000 in Year 1. A’s rental activity does
not involve the conduct of a section 162 trade
or business, and under section 469(c)(2), A’s
rental activity is a passive activity. In Year
2, A sells the boat to B, and A realizes and
recognizes taxable gain attributable to the
disposition of the boat of $500,000. Because
the exception provided in paragraph
(d)(4)(i)(A) of this section requires a trade or
business, this exception is inapplicable, and
therefore, A’s $500,000 gain will be taken into
account under §1.1411-4(a)(1)(iii).

Example 2. Installment sale. (i) PRS, a part-
nership for Federal income tax purposes, op-
erates an automobile dealership. Therefore,
with respect to B and C, PRS is not a trade
or business described in section 1411(c)(2) and
§1.1411-5. D owns the remaining 20% of PRS.
Assume, for purposes of this example, that
PRS is a passive activity with respect to D,
and therefore is a trade or business described
in section 1411(c)(2)(A) and §1.1411-5(a)(1).

(ii)(A) In Year 0, a year preceding the effec-
tive date of section 1411, PRS relocates its
dealership to a larger location. As a result of
the relocation, PRS sells its old dealership
facility to a real estate developer in ex-
change for $1,000,000 cash and a $4,500,000
promissory note, fully amortizing over the
subsequent 15 years, and bearing adequate
stated interest. PRS reports the sale trans-
action under section 453. PRS’s adjusted tax
basis in the old dealership facility is
$1,075,000. Assume for purposes of this exam-
ple that PRS has $300,000 of recapture in-
come (within the meaning of section 453(i));
the buyer is not related to PRS, B, C, or D;
and the buyer is not assuming any liabilities
of PRS in the transaction.

(B) For chapter 1 purposes, PRS has real-
ized gain on the transaction of $4,425,000
($5,500,000 1less $1,075,000). Pursuant to section
453(i), PRS will take into account $300,000 of
the recapture income in Year 0, and the gain
in excess of the recapture income ($4,125,000)
will be taken into account under the install-
ment method. For purposes of section 453,
PRS’s profit percentage is 75% ($4,125,000
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gain divided by $5,500,000 gross selling price).
In Year 0, PRS will take into account
$750,000 of capital gain attributable to the
$1,000,000 cash payment. In the subsequent 15
years, PRS will receive annual payments of
$300,000 (plus interest). Each payment will
result in PRS recognizing $225,000 of capital
gain (75% of $300,000).

(iii)(A) In Year 1, PRS receives a payment
of $300,000 plus the applicable amount of in-
terest. For purposes of chapter 1, PRS recog-
nizes $225,000 of capital gain. B and C’s dis-
tributive share of the gain is $90,000 each and
D’s distributive share of the gain is $45,000.

(B) The old dealership facility constituted
property held in PRS’s trade or business. In
the case of section 453 installment sales, sec-
tion 4563 governs the timing of the gain rec-
ognition, but does not alter the character of
the gain. See §1.1411-1(a). The determination
of whether the gain is attributable to the
disposition of property used in a trade or
business described in paragraph (d)(4)(i) of
this section constitutes an element of the
gain’s character for Federal tax purposes. As
a result, the applicability of paragraph
(d)(4)(i) of this section is determined in Year
0 and applies to all gain received on the
promissory note during the 15 year payment
period. This result is consistent with the sec-
tion 469 determination of the passive or non-
passive classification of the gain under
§1.469-2T(c)(2)(1)(A).

(C) In the case of D, PRS’s trade or busi-
ness is described in section 1411(c)(2)(A) and
§1.1411-5(a)(1). Therefore, the exclusion in
paragraph (d)(4)(i) of this section does not
apply, and D must include the $45,000 of gain
in D’s net investment income.

(D) In the case of B and C, PRS’s trade or
business is not described in section 1411(c)(2)
or §1.1411-5. Therefore, B and C exclude the
$90,000 gain from net investment income pur-
suant to paragraph (d)(4)(i) of this section.

(iv) In Year 2, C dies and C’s 40% interest
in PRS passes to Estate.

(Vv)(A) In Year 3, PRS receives a payment of
$300,000 plus the applicable amount of inter-
est. For purposes of chapter 1, PRS recog-
nizes $225,000 of capital gain. B and Estate
each have a distributive share of the gain
equal to $90,000 and D’s distributive share of
the gain is $45,000.

(B) The calculation of net investment in-
come for B and D in Year 3 is the same as in
(iii) for Year 1.

(C) In the case of Estate, the distributive
share of the $90,000 gain constitutes income
in respect of a decedent (IRD) under section
691(a)(4) and subchapter K. See §1.1411-1(a).
Assume that Estate paid estate taxes of
$5,000 that were attributable to the $90,000 of
IRD. Pursuant to section 691(c)(4), the
amount of gain taken into account in com-
puting Estate’s taxable income in Year 3 is
$85,000 ($90,000 reduced by the $5,000 of allo-
cable estate taxes). Pursuant to section
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691(a)(3) and §1.691(a)-3(a), the character of
the gain to the Estate is the same character
as the gain would have been if C had survived
to receive it. Although the amount of tax-
able gain for chapter 1 has been reduced, the
remaining $85,000 retains its character at-
tributable to the disposition of property used
in a trade or business described in paragraph
(d)(4)(i) of this section. Therefore, Estate
may exclude the $85,000 gain from net invest-
ment income pursuant to paragraph (d)(4)(i)
of this section.

(i1) Other gains and losses excluded
from net investment income. Net gain, as
determined under paragraph (d) of this
section, does not include gains and
losses excluded from net investment
income by any other provision in
§§1.1411-1 through 1.1411-10. For exam-
ple, see §1.1411-7 (certain gain or loss
attributable to the disposition of cer-
tain interests in partnerships and S
corporations) and §1.1411-8(b)(4)(ii) (net
unrealized appreciation attributable to
employer securities realized on a dis-
position of those employer securities).

(iii) Adjustment for capital loss
carryforwards for previously excluded in-
come. [Reserved]

(e) Net investment income attributable
to certain entities—(1) Distributions from
estates and trusts—(i) In general. Net in-
vestment income includes a bene-
ficiary’s share of distributable net in-
come, as described in sections 652(a)
and 662(a), to the extent that, under
sections 652(b) and 662(b), the character
of such income constitutes gross in-
come from items described in para-
graphs (a)(1)(i) and (ii) of this section
or net gain attributable to items de-
scribed in paragraph (a)(1)(iii) of this
section, with further computations
consistent with the principles of this
section, as provided in §1.1411-3(e).

(ii) Distributions of accumulated net in-
vestment income from foreign nongrantor
trusts to United States beneficiaries. [Re-
served]

(2) CFCs and PFICs. For purposes of
calculating net investment income, ad-
ditional rules in §1.1411-10(c) apply to
an individual, an estate, or a trust that
is a United States shareholder that
owns an interest in a controlled foreign
corporation (CFC) or that is a United
States person that directly or indi-
rectly owns an interest in a passive for-
eign investment company (PFIC).

7

§1.1411-4

(3) Treatment of income from common
trust funds. [Reserved]

(f) Properly allocable deductions—(1)
General rule—(i) In general. Unless pro-
vided elsewhere in §§1.1411-1 through
1.1411-10, only properly allocable deduc-
tions described in this paragraph (f)
may be taken into account in deter-
mining net investment income.

(ii) Limitations. Any deductions de-
scribed in this paragraph (f) in excess
of gross income and net gain described
in section 1411(c)(1)(A) are not taken
into account in determining net invest-
ment income in any other taxable year,
except as allowed under chapter 1.

(2) Properly allocable deductions de-
scribed in section 62—(i) Deductions allo-
cable to gross income from rents and roy-
alties. Deductions described in section
62(a)(4) allocable to rents and royalties
described in paragraph (a)(1)(i) of this
section are taken into account in de-
termining net investment income.

(ii) Deductions allocable to gross income
from trades or businesses described in
§1.1411-5. Deductions described in sec-
tion 62(a)(1) allocable to income from a
trade or business described in §1.1411-5
are taken into account in determining
net investment income to the extent
the deductions have not been taken
into account in determining self-em-
ployment income within the meaning
of §1.1411-9.

(iii) Penalty on early withdrawal of
savings. Deductions described in sec-
tion 62(a)(9) are taken into account in
determining net investment income.

(iv) Net operating loss. The total sec-
tion 1411 NOL amount of a net oper-
ating loss deduction allowed under sec-
tion 172 is allowed as a properly allo-
cable deduction in determining net in-
vestment income for any taxable year.
See paragraph (h) of this section for
the calculation of the total section 1411
NOL amount of a net operating loss de-
duction.

(v) Examples. The following examples
illustrate the provisions of this para-
graph (f)(2). For purposes of these ex-
amples, assume the taxpayer is a
United States citizen, uses a calendar
taxable year, and Year 1 and all subse-
quent years are taxable years in which
section 1411 is in effect:

Example 1. (i) A, an individual, is a 40%
shareholder in SCo, an S corporation. SCo is
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engaged in a trade or business described in
section 1411(c)(2)(A). SCo is the only passive
activity owned by A. In Year 1, SCo reported
a loss of $11,000 to A which was comprised of
gross operating income of $29,000 and oper-
ating deductions of $40,000. A’s at risk
amount at the beginning of Year 1 is $7,000.
There were no other events that affected A’s
at risk amount in Year 1.

(ii) For purposes of calculating A’s net in-
vestment income, A’s $29,000 distributive
share of SCo’s gross operating income is in-
come within the meaning of section
1411(c)(D(A)(ii).

(iii) As a result of A’s at risk limitation,
for chapter 1 purposes, A may only deduct
$7,000 of the operating deductions in excess
of the gross operating income. The remain-
ing $4,000 deductions are suspended because
A’s amount at risk at the end of Year 1 is
Zero.

(iv) For purposes of section 469, A has pas-
sive activity gross income of $29,000 and pas-
sive activity deductions of $36,000 ($40,000 of
operating deductions allocable to A less
$4,000 suspended under section 465). Because
A has no other passive activity income from
any other source, section 469 limits A’s pas-
sive activity deductions to A’s passive activ-
ity gross income. As a result, section 469 al-
lows A to deduct $29,000 of SCo’s operating
deductionsand suspends the remaining $7,000.

(v) For purposes of calculating A’s net in-
vestment income, A has $29,000 of properly
allocable deductions allowed by section
1411(c)(1)(B) and paragraph (f)(2)(ii) of this
section.

Example 2. (i) Same facts as Erxample 1. In
Year 2, SCo reported net income of $13,000 to
A, which was comprised of gross operating
income of $43,000 and operating deductions of
$30,000. There were no other events that af-
fected A’s at risk amount in Year 2.

(ii) For purposes of calculating A’s net in-
vestment income, A’s $43,000 distributive
share of gross operating income is income
within the meaning of section
1411(c)(D(A)(ii).

(iii) Pursuant to section 465(a)(2), A’s de-
ductions attributable to the gross income of
SCo include the $30,000 deduction allocable
to A in Year 2 plus the $4,000 loss that was
suspended and carried over to Year 2 from
Year 1 pursuant to section 465(a)(2). Under
section 465(a)(2), the $4,000 of losses from
Year 1 are treated as deductions from the ac-
tivity in Year 2. As a result, A’s net oper-
ating income from SCo in Year 2 is $9,000
($43,000— $30,000— $4,000) in Year 2. A’s
amount at risk at the end of Year 2 is $9,000.

(iv) For purposes of section 469, A has pas-
sive activity gross income of $43,000. A’s pas-
sive activity deductions attributable to SCo
are the sum of the Year 2 operating deduc-
tions allocable to A from S ($30,000), deduc-
tions formerly suspended by section 465
($4,000), and passive activity losses suspended
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by section 469 ($7,000). Therefore, in Year 2, A
has passive activity deductions of $41,000. Be-
cause A’s passive activity gross income ex-
ceeds A’s passive activity deductions, section
469 does not limit any of the deductions in
Year 2. At the end of Year 2, A has no sus-
pended passive activity losses.

(v) Although A’s distributive share of Year
2 deductions allocable to SCo’s operating in-
come was $30,000; the operative provisions of
sections 465 and 469 do not change the char-
acter of the deductions when such amounts
are suspended under either section. Further-
more, section 465(a)(2) and §§1.469-1(f)(4) and
1.469-2T(d)(1) treat amounts suspended from
prior years as deductions in the current
year. See §1.1411-1(a). Therefore, for purposes
of calculating A’s net investment income, A
has $41,000 of properly allocable deductions
allowed by section 1411(c)(1)(B) and para-
graph (f)(2)(ii) of this section.

(3) Properly allocable deductions de-
scribed in section 63(d). In determining
net investment income, the following
itemized deductions are taken into ac-
count:

(i) Investment interest expense. Invest-
ment interest (as defined in section
163(d)(3)) to the extent allowed under
section 163(d)(1). Any investment inter-
est not allowed under section 163(d)(1)
is treated as investment interest paid
or accrued by the taxpayer in the suc-
ceeding taxable year. The following ex-
ample illustrates the provisions of this
paragraph. For purposes of this exam-
ple, assume that the taxpayer uses a
calendar taxable year, and Year 1 and
all subsequent years are taxable years
in which section 1411 is in effect:

(A) In Year 1, A, an unmarried indi-
vidual, pays interest of $4,000 on debt
incurred to purchase stock. Under
§1.163-8T, this interest is allocable to
the stock and is investment interest
within the meaning of section 163(d)(3).
A has no investment income as defined
by section 163(d)(4). A has $10,000 of in-
come from a trade or business that is a
passive activity (as defined in §1.1411-
5(a)(1)) with respect to A. For income
tax purposes, under section 163(d)(1), A
may not deduct the $4,000 investment
interest in Year 1 because A does not
have any section 163(d)(4) net invest-
ment income. Under section 163(d)(2),
the $4,000 investment interest is a
carryforward of disallowed interest
that is treated as investment interest
paid by A in the succeeding taxable
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year. Similarly, for purposes of deter-
mining A’s Year 1 net investment in-
come, A may not deduct the $4,000 in-
vestment interest.

(B) In Year 2, A has $5,000 of section
163(d)(4) net investment income. For
both income tax purposes and for de-
termining section 1411 net investment
income, A’s $4,000 carryforward of in-
terest expense disallowed in Year 1
may be deducted in Year 2.

(ii) Investment expenses. Investment
expenses (as defined 1in section
163(d)(H)(C)).

(iii) Taxes described in section 164(a)(3).
State, local, and foreign income, war
profits, and excess profit taxes de-
scribed in section 164(a)(3) that are al-
locable to net investment income pur-
suant to paragraph (g)(1) of this sec-
tion. Except to the extent specifically
expected from section 275(a)(4), foreign
income, war profits, and excess profit
taxes are not allowed as deductions
under section 164(a)(3) in determining
net investment income if the taxpayer
claims the benefit of the foreign tax
credit under section 901 with respect to
the same taxable year. For rules appli-
cable to refunds of taxes described in
this paragraph, see paragraph (g)(2) of
this section.

(iv) Items described in section 72(b)(3).
In the case of an amount allowed as a
deduction to the annuitant for the an-
nuitant’s last taxable year under sec-
tion 72(b)(3), such amount is allowed as
a properly allocable deduction in the
same taxable year if the income from
the annuity (had the annuitant lived to
receive such income) would have been
included in net investment income
under paragraph (a)(1)(i) of this section
(and not excluded from net investment
income by reason of §1.1411-8).

(v) Items described in section 691(c). De-
ductions for estate and generation-
skipping taxes allowed by section 691(c)
that are allocable to net investment in-
come; provided, however, that any por-
tion of the section 691(c) deduction de-
scribed in section 691(c)(4) is taken into
account instead in computing net gain
under paragraph (d) and not under this
paragraph (£)(3)(v).

(vi) Items described in section 212(3).
Amounts described in section 212(3) and
§1.212-1(1) to the extent they are allo-
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cable to net investment income pursu-
ant to paragraph (g)(1) of this section.

(vii) Amorticable bond premium. A de-
duction allowed under section 171(a)(1)
for the amortizable bond premium on a
taxable bond (for example, see §1.171-
2(a)(4)(1)(C) for the treatment of a bond
premium carryforward as a deduction
under section 171(a)(1)).

(viii) Fiduciary expenses. In the case
of an estate or trust, amounts de-
scribed in §1.212-1(i) to the extent they
are allocable to net investment income
pursuant to paragraph (g)(1) of this sec-
tion.

(4) Loss deductions—(1) General rule.
Losses described in section 165, wheth-
er described in section 62 or section
63(d), are allowed as properly allocable
deductions to the extent such losses ex-
ceed the amount of gain described in
section 61(a)(3) and are not taken into
account in computing net gain by rea-
son of paragraph (d) of this section.

(ii) Examples. The following examples
illustrate the provisions of this para-
graph (f)(4). For purposes of these ex-
amples, assume the taxpayer is a
United States citizen, uses a calendar
taxable year, and Year 1 and all subse-
quent years are taxable years in which
section 1411 is in effect:

Example 1. (i) A, an unmarried individual,
owns an interest in PRS, a partnership for
Federal income tax purposes. PRS is engaged
in a trading business described in section
1411(c)(2)(B) and §1.1411-5(a)(2) and has made
a valid and timely election under section
475(f)(2). A’s distributive share from PRS in
Year 1 consists of $125,000 of interest and
dividends and $60,000 of ordinary losses from
the trading business. In addition to A’s in-
vestment in PRS, A sold undeveloped land in
Year 1 for a long-term capital gain of $50,000.
A has no capital losses carried over from a
preceding year.

(ii) For purposes of chapter 1, A includes
the $125,000 of interest and dividends, $60,000
of ordinary loss, and $50,000 of long-term cap-
ital gain in the computation of A’s adjusted
gross income.

(iii) For purposes of calculating net invest-
ment income, A includes the $125,000 of inter-
est and dividends. Pursuant to paragraph (d)
of this section, A takes into account the
$60,000 at ordinary loss from PRS and the
$50,000 of long term capital gain in the com-
putation of A’s net gain. A’s losses ($60,000)
exceed A’s gains ($50,000). Therefore, A’s net
gain under paragraph (d) of this section is
zero. Additionally, A is allowed a deduction
under paragraph (f)(4)(i) of this section for
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$10,000 (the amount of ordinary losses that
were allowable under chapter 1 in excess of
the amounts taken into account in com-
puting net gain). A’s net investment income
in Year 1 is $115,000.

Example 2. (i) In Year 1, T, a nongrantor
trust, incurs a capital loss of $5,000 on the
sale of publicly traded stocks. In addition, T
receives $17,000 of interest and dividend in-
come. T has no capital losses carried over
from a preceding year.

(ii) For purposes of chapter 1, T includes
the $17,000 of interest and dividends and only
$3,000 of the capital loss in the computation
of adjusted gross income. The remaining
$2,000 capital loss is carried over to Year 2.

(iii) For purposes of calculating net invest-
ment income, T includes the $17,000 of inter-
est and dividends in net investment income.
Pursuant to paragraph (d) of this section, T
takes into account the $3,000 capital loss al-
lowed by chapter 1. T’s losses ($3,000) exceed
T’s gains ($0). Therefore, T’s net gain under
paragraph (d) of this section is zero. How-
ever, T is allowed a deduction under para-
graph (f)(4)(i) of this section for $3,000 (the
amount of losses that were allowable under
chapter 1 in excess of the amounts taken
into account in computing net gain). T’s net
investment income in Year 1 is $14,000.

Example 3. (i) In Year 1, B, an unmarried in-
dividual, incurs a short-term capital loss of
$15,000 on the sale of publicly traded stocks.
B also receives annuity income of $50,000. In
addition, B disposes of property used in his
sole proprietorship (which is not a trade or
business described in section 1411(c)(2) or
§1.1411-5(a) for a gain of $21,000. Pursuant to
section 1231, the gain of $21,000 is treated as
a long-term capital gain for purposes of
chapter 1. B has no capital losses carried
over from a preceding year.

(ii) For purposes of chapter 1, B includes
the $50,000 of annuity income in the com-
putation of adjusted gross income. The
$21,000 long-term capital gain is offset by the
$15,000 short-term capital loss, so B includes
$6,000 of net long-term capital gain in the
computation of adjusted gross income.

(iii) For purposes of calculating net invest-
ment income, B includes the $50,000 of annu-
ity income in net investment income. Pursu-
ant to paragraph (d)(4)(i) of this section, B’s
net gain does not include the $21,000 long-
term capital gain because it is attributable
to property held in B’s sole proprietorship (a
nonpassive activity). Pursuant to paragraph
(d) of this section, T takes into account the
$15,000 capital loss allowed by chapter 1. B’s
losses ($15,000) exceed B’s gains ($0). There-
fore, A’s net gain under paragraph (d) of this
section is zero. However, B is allowed a de-
duction under paragraph (f)(4)(i) of this sec-
tion for $15,000 (the amount of losses that
were allowable under chapter 1 in excess of
the amounts taken into account in com-
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puting net gain). B’s net investment income
in Year 1 is $35,000.

(5) Ordinary loss deductions for certain
debt instruments. An amount treated as
an ordinary loss by a holder of a con-
tingent payment debt instrument
under §1.1275-4(b) or an inflation-in-
dexed debt instrument under §1.1275—
(D).

(6) Other deductions. Any other deduc-
tion allowed by subtitle A that is iden-
tified in published guidance in the FED-
ERAL REGISTER or in the Internal Rev-
enue Bulletin (see §601.601(d)(2)(ii)(b) of
this chapter) as properly allocable to
gross income or net gain under this
section.

() Application of limitations under sec-
tions 67 and 68. Any deductions de-
scribed in this paragraph (f) that are
subject to section 67 (the 2-percent
floor on miscellaneous itemized deduc-
tions) or section 68 (the overall limita-
tion on itemized deductions) are al-
lowed in determining net investment
income only to the extent the items
are deductible for chapter 1 purposes
after the application of sections 67 and
68. For this purpose, section 67 applies
before section 68. The amount of deduc-
tions subject to sections 67 and 68 that
may be deducted in determining net in-
vestment income after the application
of sections 67 and 68 is determined as
described in paragraph (£)(7)(i) and
(£)(7)(ii) of this section.

(1) Deductions subject to section 67. The
amount of miscellaneous itemized de-
ductions (as defined in section 67(b))
tentatively deductible in determining
net investment income after applying
section 67 (but before applying section
68) is the lesser of:

(A) The portion of the taxpayer’s
miscellaneous itemized deductions (be-
fore the application of section 67) that
is properly allocable to items of in-
come or net gain included in deter-
mining net investment income, or

(B) The taxpayer’s total miscella-
neous itemized deductions allowed
after the application of section 67, but
before the application of section 68.

(ii) Deductions subject to section 68.
The amount of itemized deductions al-
lowed in determining net investment
income after applying sections 67 and
68 is the lesser of:
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(A) The sum of the amount deter-
mined under paragraph (f)(7)(i) of this
section and the amount of itemized de-
ductions not subject to section 67 that
are properly allocable to items of in-
come or net gain included in deter-
mining net investment income, or

(B) The total amount of itemized de-
ductions allowed after the application
of sections 67 and 68.

(iii) Itemized deductions. For purposes
of paragraph (f)(7)(ii), itemized deduc-
tions do not include any deduction de-
scribed in section 68(c).

(iv) Example. The following example
illustrates the provisions of this para-
graph (£)(7). For purposes of these ex-
amples, assume the taxpayer is a
United States citizen, uses a calendar
taxable year, and Year 1 and all subse-
quent years are taxable years in which
section 1411 is in effect:

(A) A, an unmarried individual, has
adjusted gross income in Year 1 as fol-
lows:

WALZES coveriieineiieiieeieeeeieeeeeeanns $1,600,000
Interest income ........c...cceeeeeneen. 400,000
Adjusted gross income 2,000,000

In addition, A has the following
items of expense qualifying as itemized
deductions:

Investment expenses ................... $70,000
Job-related expenses ................... 30,000
Investment interest expense ....... 75,000
State income taxes ..........cceeunenen. 120,000

A’s investment expenses and job-re-
lated expenses are miscellaneous

itemized deductions. In addition, A’s
investment interest expense and in-
vestment expenses are properly allo-
cable to net investment income (within
the meaning of this section). A’s job-re-
lated expenses are not properly allo-
cable to net investment income. Of the
state income tax expense, A applied a
reasonable method pursuant to para-
graph (g)(1) of this section to properly
allocate $20,000 to net investment in-
come.

(B) A’s 2-percent floor under section
67 is $40,000 (2% of $2,000,000). For Year
1, assume the section 68 limitation
starts at adjusted gross income of
$200,000. The section 68 overall limita-
tion disallows $54,000 of A’s itemized
deductions that are subject to section
68 (3% of the excess of the $2,000,000 ad-
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justed gross income over the $200,000
limitation threshold).

©)(1) A’s total miscellaneous
itemized deductions allowable before
the application of section 67 is $100,000
($70,000 in investment expenses Dplus
$30,000 in job-related expenses), and the
total miscellaneous deductions allowed
after the application of section 67 is
$60,000 ($100,000 minus $40,000).

(2) The amount of the miscellaneous
itemized deductions properly allocable
to net investment income after the ap-
plication of section 67 is $60,000 (the
lesser of $70,000 in investment expenses
that are deductible as a miscellaneous
itemized deduction and properly allo-
cable to net investment income or
$60,000 of miscellaneous itemized de-
ductions allocable to net investment
income allowed after the application of
section 67).

(D)(1) The amount of itemized deduc-
tions allocable to net investment in-
come after applying section 67 to de-
ductions that are also miscellaneous
itemized deductions but before apply-
ing section 68 is $155,000. This amount
is the sum of $60,000 of miscellaneous
itemized deductions determined in
(C)(2), plus $20,000 in state income tax
properly allocable to net investment
income, plus $75,000 of investment in-
terest expense. However, under section
68(c)(2), the $75,000 deduction for in-
vestment interest expenses is not sub-
ject to the section 68 limitation on
itemized deductions and is excluded
from the computation under §1.1411-
4(f)(7). Thus, the amount of itemized
deductions allocable to net investment
income and subject to section 68, after
applying section 67 but before applying
section 68, is $80,000.

(2) A’s total itemized deductions al-
lowed subject to the limitation under
section 68 and after application of sec-
tion 67, but before the application of
section 68, are the following:

Miscellaneous itemized deduc-
BIONS toiiiii e $60,000
State income tax ........cco.ceeeennn. 120,000
Deductions subject to section
B8 e 180,000

(3) Of A’s itemized deductions that
are subject to the limitation under sec-
tion 68, the amount allowed after the
application of section 68 is $126,000
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($180,000 minus the $54,000 disallowed in
B).

(E) Under paragraph (f)(7)(ii) of this
section, the amount of itemized deduc-
tions allowed in determining net in-
vestment income after applying sec-
tions 67 and 68 is the lesser of $80,000
(the sum of $60,000 determined under
paragraph (C)(2) and $20,000 state in-
come tax allocable to net investment
income) or $126,000 (determined under
(D)(3)). Therefore, A’s itemized deduc-
tions that are properly allocable to net
investment income are $155,000 ($80,000
of properly allocable itemized deduc-
tions subject to section 67 or 68 plus
$75,000 of investment interest expense
(which is not subject to either section
67 or section 68 limitations)).

(g) Special rules—(1) Deductions allo-
cable to both met investment income and
excluded income. In the case of a prop-
erly allocable deduction described in
section 1411(c)(1)(B) and paragraph (f)
of this section that is allocable to both
net investment income and excluded
income, the portion of the deduction
that is properly allocable to net invest-
ment income may be determined by
taxpayers using any reasonable meth-
od. Examples of reasonable methods of
allocation include, but are not limited
to, an allocation of the deduction based
on the ratio of the amount of a tax-
payer’s gross income (including net
gain) described in §1.1411-4(a)(1) to the
amount of the taxpayer’s adjusted
gross income (as defined under section
62 (or section 67(e) in the case of an es-
tate or trust)). In the case of an estate
or trust, an allocation of a deduction
pursuant to rules described in §1.652(b)-
3(b) (and §1.641(c)-1(h) in the case of an
ESBT) is also a reasonable method.

(2) Recoveries of properly allocable de-
ductions—(1) General rule. If a taxpayer
is refunded, reimbursed, or otherwise
recovers any portion of an amount de-
ducted as a section 1411(c)(1)(B) prop-
erly allocable deduction in a prior
year, and such amount is not otherwise
included in net investment income in
the year of recovery under section
1411(c)(1)(A), the amount of the recov-
ery will reduce the taxpayer’s total
section 1411(c)(1)(B) properly allocable
deductions in the year of recovery (but
not below zero). The preceding sen-
tence applies regardless of whether the
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amount of the recovery is excluded
from gross income by reason of section
111.

(i1) Recoveries of items allocated be-
tween net investment income and excluded
income. In the case of a refund of any
item that was deducted under section
1411(c)(1)(B) in a prior year and the
gross amount of the deduction was al-
located between items of net invest-
ment income and excluded income pur-
suant to paragraph (g)(1) of this sec-
tion, the amount of the reduction in
section 1411(c)(1)(B) properly allocable
deductions in the year of receipt under
this paragraph (g)(2) is the total
amount of the refund multiplied by a
fraction. The numerator of the fraction
is the amount of the total deduction al-
locable to net investment income in
the prior year to which the refund re-
lates. The denominator of the fraction
is the total amount of the deduction in
the prior year to which the refund re-
lates.

(iii) Recoveries with no prior year ben-
efit. For purposes of this paragraph
(2)(2), section 111 applies to reduce the
amount of any reduction required by
paragraph (g)(2)(i) of this section to the
extent that such previously deducted
amount did not reduce the tax imposed
by section 1411. To the extent a deduc-
tion is taken into account in com-
puting a taxpayer’s net operating loss
deduction under paragraph (h) of this
section, section 111(c) applies. Except
as provided in the preceding sentence,
for purposes of this paragraph (g)(2), no
reduction of section 1411(c)(1)(B) prop-
erly allocable deductions is required in
a year when such recovered item is at-
tributable to an amount deducted in a
taxable year—

(A) Preceding the effective date of
section 1411, or

(B) In which the taxpayer was not
subject to section 1411 solely because
that individual’s (as defined in §1.1411-
2(a)) modified adjusted gross income
(as defined in §1.1411-2(c)) does not ex-
ceed the applicable threshold in
§1.1411-2(d) or such estate’s or trust’s
(as defined in §1.1411-3(a)(1)(i)) adjusted

gross income does not exceed the
amount described in section
1411(a)(2)(B)(ii) and §1.1411-
3(a)(DH(AD(B)(2).
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(iv) Examples. The following examples
illustrate the provisions of this para-
graph (g)(2). For purposes of these ex-
amples, assume the taxpayer is a
United States citizen, uses a calendar
taxable year, and Year 1 and all subse-
quent years are taxable years in which
section 1411 is in effect:

Example 1. Recovery of amount included in
income. A, an individual, is a 40% limited
partner in LP. LLP is a passive activity to A.
In Year 1, A’s distributable share of section
1411(c)(1)(A)(ii) income and properly allo-
cable deductions described in §1.1411-
4(£)(2)(ii) were $50,000 and $37,000, respec-
tively. In Year 2, LLP received a refund of a
properly allocable deduction described in
§1.1411-4(f)(2)(i1). A’s distributable share of
the recovered deduction is $2,000. Since the
$2,000 recovery constitutes gross income de-
scribed in section 1411(c)(1)(A)(ii) in Year 2,
A does not reduce any properly allocable de-
ductions attributable to Year 2.

Example 2. State income tax refund. In Year
1, D, an individual, allocated $15,000 of taxes
out of a total of $75,000 to net investment in-
come under paragraph (f)(3)(iii) of this sec-
tion. D received no tax benefit from the de-
duction in Year 1 for chapter 1 purposes due
to the alternative minimum tax, but it did
reduce D’s section 1411 tax. In Year 3, D re-
ceived a refund of $5,000. For chapter 1 pur-
poses, D excludes the $5,000 refund from gross
income in Year 3 by reason of section 111. In
Year 3, D allocated $30,000 of state income
taxes out of a total of $90,000 to net invest-
ment income under paragraph (f)(3)(iii) of
this section. Although the refund is excluded
from D’s gross income, D must nonetheless
reduce Year 3’s section 1411(c)(1)(B) properly
allocable deductions by $1,000 ($5,000 x
($15,000/$75,000)). D’s allocation of 33Ys% of
section 164(a)(3) taxes in Year 3 to net invest-
ment income is irrelevant to the calculation
of the amount of the reduction required by
this paragraph (g)(2).

Example 3. State income tax refund with no
prior year benefit. Same facts as Example 2,
except in Year 1, D’s section 1411(c)(1)(B)
properly allocable deductions exceeded D’s
section 1411(c)(1)(A) income by $300. As a re-
sult, D was not subject to section 1411 in
Year 1. Pursuant to paragraph (g)(2)(iii) of
this section, D does not reduce Year 3’s sec-
tion 1411(c)(1)(B) properly allocable deduc-
tions for recoveries of amounts to the extent
that such deductions did not reduce the tax
imposed by section 1411. Therefore, D must
reduce Year 3’s section 1411(c)(1)(B) properly
allocable deductions by $700 ($1,000 less $300).

(38) Deductions described in section
691(b). For purposes of paragraph (f) of
this section, properly allocable deduc-
tions include items of deduction de-
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scribed in section 691(b), provided that
the item otherwise would have been de-
ductible to the decedent under §1.1411-
4(f). For example, an estate may deduct
the decedent’s unpaid investment in-
terest expense in computing its net in-
vestment income because section 691(b)
specifically allows the deduction under
section 163, and §1.1411-4(f)(3)(i) allows
those deductions as well. However, an
estate or trust may not deduct a pay-
ment of real estate taxes on the dece-
dent’s principal residence that were un-
paid at death in computing its net in-
vestment income because, although
real estate taxes are deductible under
section 164 and specifically are allowed
by section 691(b), the real estate taxes
would not have been a properly allo-
cable deduction of the decedent under
§1.1411-4(f).

(4) Amounts described in section 642(h).
For purposes of the calculation of net
investment income under this section,
one or more beneficiaries succeeding to
the property of the estate or trust,
within the meaning of section 642(h),
shall—

(i) Treat excess capital losses of the
estate or trust described in section
642(h)(1) as capital losses of the bene-
ficiary in the calculation of net gain in
paragraph (d) and paragraph (f)(4) of
this section, as applicable, in a manner
consistent with section 642(h)(1);

(ii) Treat excess net operating losses
of the estate or trust described in sec-
tion 642(h)(1) as net operating losses of
the beneficiary in the calculation of
net investment income in paragraphs
(£)(2)(iv) and (h) of this section in a
manner consistent with section
642(h)(1); and

(iii) Treat the deductions described
in paragraph (f) of this section (other
than those taken into account under
paragraph (g)(4)(i) or (ii) of this sec-
tion) that exceed the gross investment
income described in paragraph (a)(1) of
this section (after taking into account
any modifications, adjustments, and
special rules for calculating net invest-
ment income in section 1411 and the
regulations thereunder) of a termi-
nating estate or trust as a section
1411(c)(1)(B) deduction of the bene-
ficiary in a manner consistent with
section 642(h)(2).
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(5) Treatment of self-charged interest
income. Gross income from interest
(within the meaning of section
1411(c)(1)(A)(1) and paragraph (a)(1)(i) of
this section) that is received by the
taxpayer from a nonpassive activity of
such taxpayer, solely for purposes of
section 1411, is treated as derived in the
ordinary course of a trade or business
not described in §1.1411-5. The amount
of interest income that is treated as
derived in the ordinary course of a
trade or business not described in
§1.1411-5, and thus excluded from the
calculation of net investment income,
under this paragraph (g)(5) is limited to
the amount that would have been con-
sidered passive activity gross income
under the rules of §1.469-7 if the payor
was a passive activity of the taxpayer.
For purposes of this rule, the term non-
passive activity does not include a
trade or business described in §1.1411-
5(a)(2). However, this rule does not
apply to the extent the corresponding
deduction is taken into account in de-
termining self-employment income
that is subject to tax under section
1401(b).

(6) Treatment of certain mnonpassive
rental activities—(i) Gross income from
rents. To the extent that gross rental
income described in paragraph (a)(1)(i)
of this section is treated as not derived
from a passive activity by reason of
§1.469-2(f)(6) or as a consequence of a
taxpayer grouping a rental activity
with a trade or business activity under
§1.469-4(d)(1), such gross rental income
is deemed to be derived in the ordinary
course of a trade or business within the
meaning of paragraph (b) of this sec-
tion.

(i1) Gain or loss from the disposition of
property. To the extent that gain or
loss resulting from the disposition of
property is treated as nonpassive gain
or loss by reason of §1.469-2(f)(6) or as a
consequence of a taxpayer grouping a
rental activity with a trade or business
activity under §1.469-4(d)(1), then such
gain or loss is deemed to be derived
from property used in the ordinary
course of a trade or business within the
meaning of paragraph (d)(4)(i) of this
section.

(T) Treatment of certain real estate pro-
fessionals—(i) Safe Harbor. In the case of
a real estate professional (as defined in
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section 469(c)(7)(B)) that participates in
a rental real estate activity for more
than 500 hours during such year, or has
participated in such real estate activi-
ties for more than 500 hours in any five
taxable years (whether or not consecu-
tive) during the ten taxable years that
immediately precede the taxable year,
then—

(A) Such gross rental income from
that rental activity is deemed to be de-
rived in the ordinary course of a trade
or business within the meaning of para-
graph (b) of this section; and

(B) Gain or loss resulting from the
disposition of property used in such
rental real estate activity is deemed to
be derived from property used in the
ordinary course of a trade or business
within the meaning of paragraph
(d)(4)(Q) of this section.

(ii) Definitions—(A) Participation. For
purposes of establishing participation
under this paragraph (g)(7), any par-
ticipation in the activity that would
count towards establishing material
participation under section 469 shall be
considered.

(B) Rental real estate activity. The
term rental real estate activity used in
this paragraph (g)(7) is a rental activ-
ity within the meaning of §1.469-
1T(e)(3). An election to treat all rental
real estate as a single rental activity
under §1.469-9(g) also applies for pur-
poses of this paragraph (g)(7). However,
any rental real estate that the tax-
payer grouped with a trade or business
activity under §1.469-4(d)(1)(i)(A) or
(d)(1)A)(C) is not a rental real estate
activity.

(iii) Effect of safe harbor. The inabil-
ity of a real estate professional to sat-
isfy the safe harbor in this paragraph
(2)(7) does not preclude such taxpayer
from establishing that such gross rent-
al income and gain or loss from the dis-
position of property, as applicable, is
not included in net investment income
under any other provision of section
1411.

(8) Treatment of former passive activi-
ties—(i) Section 469(f)(1)(A) losses. Liosses
allowed in computing taxable income
by reason of the rules governing former
passive activities in section 469(f)(1)(A)
are taken into account in computing
net gain under paragraph (d) of this



Internal Revenue Service, Treasury

section or as properly allocable deduc-
tions under paragraph (f) of this sec-
tion, as applicable, in the same manner
as such losses are taken into account
in computing taxable income (as de-
fined in section 63). The preceding sen-
tence applies only to the extent the net
income or net gain from the former
passive activity (as defined in section
469(f)(3)) is included in net investment
income.

(i1) Section 469(f)(1)(C) losses. Liosses
allowed in computing taxable income
by reason of section 469(f)(1)(C) are
taken into account in computing net
gain under paragraph (d) of this section
or as properly allocable deductions
under paragraph (f) of this section, as
applicable, in the same manner as such
losses are taken into account in com-
puting taxable income (as defined in
section 63).

(iii) Examples. The following exam-
ples illustrate the provisions of this
paragraph (g)(8). For purposes of these
examples, assume the taxpayer is a
United States citizen, uses a calendar
taxable year, and Year 1 and all subse-
quent years are taxable years in which
section 1411 is in effect:

Example 1. (i) B, an individual taxpayer,
owns a 50% interest in SCorp, an S corpora-
tion engaged in the trade or business of re-
tail clothing sales. B also owns a single fam-
ily rental property, a passive activity. B ma-
terially participates in the retail sales activ-
ity of SCorp, but B has $10,000 of suspended
losses from prior years when the retail sales
activity of SCorp was a passive activity of B.
Therefore, the retail sales activity of SCorp
is a former passive activity within the mean-
ing of section 469(f)(3).

(ii) In Year 1, B reports $205,000 of wages,
$7,000 of nonpassive net income, $500 of inter-
est income (attributable to working capital)
from SCorp’s retail sales activity, and $1,000
of net rental income from the single family
rental property. B’s Year 1 modified adjusted
gross income (as defined in §1.1411-2(c)) is
$205,500; which includes $205,000 of wages, $500
of interest income, $7,000 of nonpassive in-
come from SCorp, $7,000 of section
469(f)(1)(A) losses, $1,000 of passive income
from the single family rental property and
$1,000 of section 469(f)(1)(C) losses.

(iii) For purposes of the calculation of B’s
Year 1 net investment income, B includes
the $500 of interest income and $1,000 of net
passive income from the single family rental
property. The $7,000 of nonpassive income
from SCorp’s retail sales activity is excluded
from net investment income because the in-
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come is not attributable to a trade or busi-
ness described in §1.1411-5. Therefore, pursu-
ant to the rules of paragraph (g)(8)(i) of this
section, the $7,000 of section 469(f)(1)(A)
losses are not taken into account in com-
puting B’s net investment income. However,
pursuant to the rules of paragraph (g)(8)(ii)
of this section, the $1,000 of passive losses al-
lowed by reason of section 469(f)(1)(C), which
are allowed as a deduction in Year 1 by rea-
son of B’s $1,000 of passive income from the
single family rental property are allowed in
computing B’s net investment income. As a
result, B’s net investment income is $500
($500 of interest income plus $1,000 of passive
rental income less $1,000 of section
469(f)(1)(C) losses). Although the $500 of inter-
est income is attributable to SCorp and in-
cludable in B’s net investment income, such
income is not taken into account when cal-
culating the amount of section 469(f)(1)(A)
losses allowed in the current year. Therefore,
such income is not taken into account in
computing the amount of section 469(f)(1)(A)
losses allowed by reason of paragraph
(2)(8)(1) of this section. Pursuant to section
469(b), B carries forward $2,000 of suspended
passive losses attributable to SCorp’s retail
sales activity to Year 2.

Example 2. Same facts as Example 1. In Year
2, B materially participates in the retail
sales activity of SCorp, and disposes of his
entire interest in SCorp for a $9,000 long-
term capital gain. Pursuant to §1.469-
2T(e)(3), the $9,000 gain is characterized as
nonpassive income. Pursuant to section
469(f)(1)(A), the remaining $2,000 of suspended
passive loss is allowed because the $9,000 gain
is treated as nonpassive income. Assume
that under section 1411(c)(4) and §1.1411-7, B
takes into account only $700 of the $9,000
gain in computing net investment income for
Year 2. Pursuant to paragraph (g)(8)(i) of this
section, B may take into account $700 of the
$2,000 loss allowed by section 469(f)(1)(A) in
computing net investment income for Year 2.
Pursuant to paragraph (g)(8)(i) of this sec-
tion, B may not deduct the remaining $1,300
passive loss allowed for chapter 1 in calcu-
lating net investment income for Year 2.

(9) Treatment of section 469(g)(1) losses.
Losses allowed in computing taxable
income by reason of section 469(g) are
taken into account in computing net
gain under paragraph (d) of this section
or as properly allocable deductions
under paragraph (f) of this section, as
applicable, in the same manner as such
losses are taken into account in com-
puting taxable income (as defined in
section 63).

(10) Treatment of section 707(c) guaran-
teed payments. [Reserved]
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(11) Treatment of section 736 payments.
[Reserved]

(12) Income and deductions from certain
notional principal contracts. [Reserved]

(13) Treatment of income or loss from
REMIC residual interests. [Reserved]

(h) Net operating loss—(1) General rule.
For purposes of paragraph (f)(2)(iv) of
this section, the total section 1411 NOL
amount of a net operating loss deduc-
tion for a taxable year is calculated by
first determining the applicable por-
tion of the taxpayer’s net operating
loss for each loss year under paragraph
(h)(2) of this section. Next, the applica-
ble portion for each loss year is used to
determine the section 1411 NOL
amount for each net operating loss car-
ried from a loss year and deducted in
the taxable year as provided in para-
graph (h)(3) of this section. The section
1411 NOL amounts of each net oper-
ating loss carried from a loss year and
deducted in the taxable year are then
added together as provided in para-
graph (h)(4) of this section. This sum is
the total section 1411 NOL amount of
the net operating loss deduction for the
taxable year that is allowed as a prop-
erly allocable deduction in determining
net investment income for the taxable
year. For purposes of this paragraph
(h), both the amount of a net operating
loss for a loss year and the amount of
a net operating loss deduction refer to
such amounts as determined for pur-
poses of chapter 1.

(2) Applicable portion of a net operating
loss. In any taxable year beginning
after December 31, 2012, in which a tax-
payer incurs a net operating loss, the
applicable portion of such loss is the
lesser of:

(i) The amount of the net operating
loss for the loss year that the taxpayer
would incur if only items of gross in-
come that are used to determine net
investment income and only properly
allocable deductions are taken into ac-
count in determining the net operating
loss in accordance with section 172(c)
and (d); or

(ii) The amount of the taxpayer’s net
operating loss for the loss year.

(3) Section 1411 NOL amount of a net
operating loss carried to and deducted in
a tarable year. The section 1411 NOL
amount of each net operating loss that
is carried from a loss year that is al-
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lowed as a deduction is the total
amount of such net operating loss car-
ried from the loss year allowed as a de-
duction under section 172(a) in the tax-
able year multiplied by a fraction. The
numerator of the fraction is the appli-
cable portion of the net operating loss
for that loss year, as determined under
paragraph (h)(2) of this section. The de-
nominator of the fraction is the total
amount of the net operating loss for
the same loss year.

(4) Total section 1411 NOL amount of a
net operating loss deduction. The section
1411 NOL amounts of each net oper-
ating loss carried to and deducted in
the taxable year as determined under
paragraph (h)(3) of this section are
added together to determine the total
section 1411 NOL amount of the net op-
erating loss deduction for the taxable
year that is properly allocable to net
investment income.

(5) Examples. The following examples
illustrate the provisions of this para-
graph (h). For purposes of these exam-
ples, assume the taxpayer is a United
States citizen, uses a calendar taxable
year, and Year 1 and all subsequent
years are taxable years in which sec-
tion 1411 is in effect:

Example 1. (i)(A) In Year 1, A, an unmarried
individual, has the following items of income
and deduction: $200,000 in wages, $50,000 in
gross income from a trade or business of
trading in financial instruments or commod-
ities (as defined in §1.1411-5(a)(2)) (trading
activity), $10,000 of dividends, $1,000,000 in
loss from his sole proprietorship (which is
not a trade or business described in §1.1411-
5), $12,000 of non-business investment ex-
penses, and $250,000 in trading loss deduc-
tions. As a result, for income tax purposes A
sustains a section 172(c) net operating loss of
$1,000,000. A makes an election under section
172(b)(3) to waive the carryback period for
this net operating loss.

(B) For purposes of section 1411, A’s net in-
vestment income for Year 1 is the excess (if
any) of $60,000 ($50,000 trading activity gross
income plus $10,000 dividend income) over
$262,000 ($250,000 trading loss deductions plus
$12,000 nonbusiness expenses).

(C) The amount of the net operating loss
for Year 1 determined under section 172 that
A would incur if only items of gross income
that are used to determine net investment
income and only properly allocable deduc-
tions are taken into account is $200,000. This
amount is the excess of $250,000 trading loss
deductions, over $50,000 trading activity
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gross income. Under section 172(d)(4), in de-
termining the net operating loss, the $12,000
nonbusiness expenses are allowed only to the
extent of the $10,000 dividend income. The
$200,000 net operating loss determined using
only properly allocable deductions and gross
income items used in determining net in-
vestment income is less than A’s actual net
operating loss for Year 1 of $1,000,000, and ac-
cordingly the applicable portion for Year 1 is
$200,000. The ratio used to calculate section
1411 NOL amounts of A’s Year 1 net oper-
ating loss is $200,000 (net operating loss de-
termined using only properly allocable de-
ductions and gross income items used in de-
termining net investment income)/$1,000,000
(net operating loss), or 0.2.

(ii) For Year 2, A has $250,000 of wages, no
gross income from the trading activity,
$300,000 of income from his sole proprietor-
ship, and $10,000 in trading loss deductions.
For income tax purposes, A deducts $540,000
of the net operating loss carried over from
Year 1. In addition, under §1.1411-2(c), the
$540,000 net operating loss will be allowed as
a deduction in computing A’s Year 2 modi-
fied adjusted gross income. Because A’s
modified adjusted gross income is $0, A is not
subject to net investment income tax. For
purposes of A’s net investment income cal-
culation, the section 1411 NOL amount of the
$540,000 net operating loss from Year 1 that A
deducts in Year 2 is $108,000 ($540,000 multi-
plied by 0.2 (the fraction determined based
on the applicable portion of the net oper-
ating loss in the loss year)). The amount of
the Year 1 net operating loss carried over to
Year 3 is $460,000. For purposes of A’s net in-
vestment income calculation, this net oper-
ating loss carryover amount includes a sec-
tion 1411 NOL amount of $92,000 ($460,000 mul-
tiplied by 0.2). The section 1411 NOL amount
may be applied in determining A’s net in-
vestment income in Year 3.

(iii)(A) For Year 3, A has $400,000 of wages,
$200,000 in trading gains which are gross in-
come from the trading activity, $250,000 of
income from his sole proprietorship, and
$10,000 in trading loss deductions. For in-
come tax purposes, A deducts the remaining
$460,000 of the net operating loss from Year 1.
In addition, under §1.1411-2(c), the $460,000
net operating loss deduction reduces A’s
Year 3 modified adjusted gross income to
$380,000.

(B) A’s section 1411 NOL amount of the net
operating loss deduction for Year 3 is $92,000,
which is the $460,000 net operating loss de-
duction for Year 3 multiplied by 0.2.

(C) A’s net investment income for Year 3
before the application of paragraph (f)(2)(iv)
of this section is $190,000 ($200,000 in gross in-
come from the trading activity, minus
$10,000 in trading loss deductions). After the
application of paragraph (f)(2)(iv) of this sec-
tion, A’s net investment income for Year 3 is
$98,000 ($190,000 minus $92,000, the total sec-
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tion 1411 NOL amount of the net operating
loss deduction).

Example 2. (i) The facts for Year 1 are the
same as in Example 1.

(ii)(A) For Year 2, A has $100,000 in wages,
$200,000 in gross income from the trading ac-
tivity, $15,000 of dividends, $250,000 in losses
from the sole proprietorship, $10,000 of non-
business investment expenses, and $355,000 in
trading loss deductions. As a result, for in-
come tax purposes A sustains a section 172(c)
net operating loss of $300,000. A makes an
election under section 172(b)(3) to waive the
carryback period for the Year 2 net oper-
ating loss.

(B) For purposes of section 1411, A’s net in-
vestment income for Year 2 is the excess (if
any) of $215,000 ($200,000 trading activity
gross income plus $15,000 dividend income)
over $365,000 ($355,000 trading loss deductions
plus $10,000 nonbusiness expenses).

(C) The amount of the net operating loss
for Year 2 determined under section 172 that
A would incur if only items of gross income
that are used to determine net investment
income and only properly allocable deduc-
tions are taken into account is $150,000. This
amount is the excess of $365,000 ($355,000 trad-
ing loss deductions plus $10,000 nonbusiness
expenses) over $215,000 ($200,000 trading activ-
ity gross income plus $15,000 dividend in-
come). Under section 172(d)(4), in deter-
mining the net operating loss, the $10,000
nonbusiness expenses are allowed in full
against the $15,000 dividend income. The
$150,000 net operating loss determined using
only properly allocable deductions and gross
income items used in determining net in-
vestment income is less than A’s actual net
operating loss for Year 2 of $300,000, and ac-
cordingly the applicable portion is $150,000.
The ratio used to calculate the section 1411
NOL amount of A’s Year 2 net operating loss
is $150,000 (the applicable portion)/$300,000
(net operating loss), or 0.5.

(iii) For Year 3, A has $250,000 of wages, no
gross income from the trading activity,
$300,000 of income from his sole proprietor-
ship, and $10,000 in trading loss deductions.
For income tax purposes, A deducts $540,000
of the net operating loss from Year 1. In ad-
dition, under §1.1411-2(c), the $540,000 net op-
erating loss will be allowed as a deduction in
computing A’s Year 3 modified adjusted
gross income. Because A’s modified adjusted
gross income is $0, A is not subject to net in-
vestment income tax. The section 1411 NOL
amount of the $540,000 net operating loss
from Year 1 that A deducts in Year 3 is
$108,000 ($540,000 multiplied by 0.2 (the frac-
tion used to calculate the section 1411 NOL
amount of the net operating loss)), and this
is also the total section 1411 NOL amount for
Year 3. The amount of the Year 1 net oper-
ating loss carried over to Year 4 is $460,000.
This net operating loss carryover amount in-
cludes a section 1411 NOL amount of $92,000
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($460,000 multiplied by 0.2) that may be ap-
plied in determining net investment income
in Year 4. None of the Year 2 net operating
loss is deducted in Year 3 so that the $300,000
Year 2 net operating loss (including the sec-
tion 1411 NOL amount of $150,000) is carried
to Year 4.

(iv)(A) For Year 4, A has $150,000 of wages,
$450,000 in trading gains which are gross in-
come from the trading activity, $250,000 of
income from his sole proprietorship, and
$10,000 in trading loss deductions. For in-
come tax purposes, A deducts the remaining
$460,000 of the net operating loss carryover
from Year 1 and the $300,000 net operating
loss carryover from Year 2, for a total net
operating loss deduction in Year 4 of $760,000.
In addition, under §1.1411-2(c), the $760,000
net operating loss deduction reduces A’s
Year 4 modified adjusted gross income to
$80,000.

(B) A’s total section 1411 NOL amount of
the net operating loss deduction for Year 4 is
$242,000, which is the sum of the $92,000
($460,000 net operating loss carryover from
Year 1 and deducted in Year 4 multiplied by
0.2 (the ratio used to calculate the section
1411 NOL amount of the Year 1 net operating
loss)) plus $150,000 ($300,000 net operating loss
carryover from Year 2 and deducted in Year
4 multiplied by 0.5 (the ratio used to cal-
culate the section 1411 NOL amount of the
Year 2 net operating loss)).

(C) A’s net investment income for Year 4
before the application of paragraph (f)(2)(iv)
of this section is $440,000 ($450,000 in gross in-
come from the trading activity, minus
$10,000 in trading loss deductions). After the
application of paragraph (f)(2)(iv) of this sec-
tion, A’s net investment income for Year 4 is
$198,000 ($440,000 minus $242,000, the total sec-
tion 1411 NOL amount of the Year 4 net oper-
ating loss deduction).

(i) Effective/applicability date. This
section applies to taxable years begin-
ning after December 31, 2013. However,
taxpayers may apply this section to
taxable years beginning after Decem-
ber 31, 2012, in accordance with §1.1411-
1(f).

[T.D. 9644, 78 FR 72424, Dec. 2, 2013, as amend-
ed at 79 FR 18160, Apr. 1, 2014]

§1.1411-5 Trades or businesses to

which tax applies.

(a) In general. A trade or business is
described in this section if such trade
or business involves the conduct of a
trade or business, and such trade or
business is either—

(1) A passive activity (within the
meaning of paragraph (b) of this sec-
tion) with respect to the taxpayer; or
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(2) The trade or business of a trader
trading in financial instruments (as de-
fined in paragraph (c)(1) of this section)
or commodities (as defined in para-
graph (¢)(2) of this section).

(b) Passive activity—(1) In general. A
passive activity is described in this
section if—

(i) Such activity is a trade or busi-
ness; and

(ii) Such trade or business is a pas-
sive activity with respect to the tax-
payer within the meaning of section 469
and the regulations thereunder.

(2) Application of income recharacter-
ieation rules—({) Income and gain re-
characterization. To the extent that any
income or gain from a trade or business
is recharaterized as ‘‘not from a pas-
sive activity’”’ by reason of §1.469-
2T(£)(2), §1.469-2(f)(5), or §1.469-2(f)(6),
such trade or business does not con-
stitute a passive activity within the
meaning of paragraph (b)(1)(ii) of this
section solely with respect to such
recharaterized income or gain.

(i1) Gain recharacterization. To the ex-
tent that any gain from a trade or
business is recharacterized as ‘‘not
from a passive activity’” by reason of
§1.469-2(c)(2)(iii) and does not con-
stitute portfolio income under §1.469-
2(¢)(2)(iii)(F'), such trade or business
does not constitute a passive activity
within the meaning of paragraph
(b)(1)(ii) of this section solely with re-
spect to such recharacterized gain.

(iii) Ezxception for certain portfolio re-
characterizations. To the extent that
any income or gain from a trade or
business is recharacterized as ‘‘not
from a passive activity” and is further
characterized as portfolio income
under §1.469-2(£)(10) or §1.469-
2(c)(2)(iii)(F'), then such trade or busi-
ness constitutes a passive activity
within the meaning of paragraph
(b)(1)(ii) of this section solely with re-
spect to such recharacterized income
or gain.

(3) Examples. The following examples
illustrate the principles of paragraph
(b)(1) of this section and the ordinary
course of a trade or business exception
in §1.1411-4(b). In each example, unless
otherwise indicated, the taxpayer uses
a calendar taxable year, the taxpayer
is a United States citizen, and Year 1
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and all subsequent years are taxable
years in which section 1411 is in effect:

Example 1. Rental activity. A, an unmarried
individual, rents a commercial building to B
for $50,000 in Year 1. A is not involved in the
activity of the commercial building on a reg-
ular and continuous basis, therefore, A’s
rental activity does not involve the conduct
of a trade or business, and under section
469(c)(2), A’s rental activity is a passive ac-
tivity. Because paragraph (b)(1)(i) of this sec-
tion is not satisfied, A’s rental income of
$50,000 is not derived from a trade or business
described in paragraph (b)(1) of this section.
However, A’s rental income of $50,000 still
constitutes gross income from rents within
the meaning of §1.1411-4(a)(1)(i) because
rents are included in the determination of
net investment income under §1.1411-
4(a)(1)(i) whether or not derived from a trade
or business described in paragraph (b)(1) of
this section.

Example 2. Application of grouping rules
under section 469. In Year 1, A, an unmarried
individual, owns an interest in PRS, a part-
nership for Federal income tax purposes.
PRS is engaged in two activities, X and Y,
which constitute trades or businesses, and
neither of which constitute trading in finan-
cial instruments or commodities (within the
meaning of paragraph (a)(2) of this section).
Pursuant to §1.469-4, A has properly grouped
X and Y together as one activity (the
grouped activity). A participates in X for
more than 500 hours during Year 1 and would
be treated as materially participating in ac-
tivity X within the meaning of §1.469-
5T(a)(1) if A’s material participation were
determined only with respect to activity X.
A only participates in Y for 50 hours during
Year 1. If not for the grouping of the X and
Y activities together, A would not be treated
as materially participating in Y within the
meaning of §1.469-5T(a). However, pursuant
to §§1.469-4 and 1.469-5T(a)(1), A materially
participates in the grouped activity. There-
fore, for purposes of paragraph (b)(1)(ii) of
this section, neither X nor Y is a passive ac-
tivity with respect to A. Accordingly, with
respect to A, neither X nor Y is a trade or
business described in paragraph (b)(1) of this
section.

Example 3. Application of the rental activity
exceptions. B, an unmarried individual, is a
partner in PRS, which is engaged in an
equipment leasing activity. The average pe-
riod of customer use of the equipment is
seven days or less (and therefore meets the
exception in §1.469-1T(e)(3)(ii)(A)). B materi-
ally participates in the equipment leasing
activity (within the meaning of §1.469-5T'(a)).
The equipment leasing activity constitutes a
trade or business. In Year 1, B has modified
adjusted gross income (as defined in §1.1411-
2(c)) of $300,000, all of which is derived from
PRS. All of the income from PRS is derived
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in the ordinary course of the equipment leas-
ing activity, and all of PRS’s property is
held in the equipment leasing activity. Of
B’s allocable share of income from PRS,
$275,000 constitutes gross income from rents
(within the meaning of §1.1411-4(a)(1)(i)).
While $275,000 of the gross income from the
equipment leasing activity meets the defini-
tion of rents in §1.1411-4(a)(1)(i), the activity
meets one of the exceptions to rental activ-
ity in §1.469-1T(e)(3)(ii) and B materially
participates in the activity. Therefore, the
trade or business is not a passive activity
with respect to B for purposes of paragraph
(b)(1)(ii) of this section. Because the rents
are derived in the ordinary course of a trade
or business not described in paragraph (a) of
this section, the ordinary course of a trade
or business exception in §1.1411-4(b) applies,
and the rents are not described in §1.1411-
4(a)(1)(d). Furthermore, because the equip-
ment leasing trade or business is not a trade
or business described in paragraph (a)(1) or
(a)(2) of this section, the $25,000 of other
gross income is not net investment income
under §1.1411-4(a)(1)(ii). However, the $25,000
of other gross income may be net investment
income by reason of section 1411(c)(3) and
§1.1411-6 if it is attributable to PRS’s work-
ing capital. Finally, gain or loss from the
sale of the property held in the equipment
leasing activity will not be subject to
§1.1411-4(a)(1)(ii) because, although it is at-
tributable to a trade or business, it is not a
trade or business to which the section 1411
tax applies.

Example 4. Application of section 469 and
other gross income under §1.1411-4(a)(1)(ii).
Same facts as Example 3, except B does not
materially participate in the equipment
leasing trade or business and therefore the
trade or business is a passive activity with
respect to B for purposes of paragraph
(b)(1)(ii) of this section. Accordingly, the
$275,000 of gross income from rents is de-
scribed in §1.1411-4(a)(1)(i) because the rents
are derived from a trade or business that is
a passive activity with respect to B. Further-
more, the $25,000 of other gross income from
the equipment leasing trade or business is
described in §1.1411-4(a)(1)(ii) because the
gross income is derived from a trade or busi-
ness described in paragraph (a)(1) of this sec-
tion. Finally, gain or loss from the sale of
the property used in the equipment leasing
trade or business is subject to §1.1411-
4(a)(1)(iii) because the trade or business is a
passive activity with respect to B, as de-
scribed in paragraph (b)(1)(ii) of this section.

Example 5. Application of the portfolio income
rule and section 469. C, an unmarried indi-
vidual, is a partner in PRS, a partnership en-
gaged in a trade or business that does not in-
volve a rental activity. C does not materially
participate in PRS within the meaning of
§1.469-5T'(a). Therefore, the trade or business
of PRS is a passive activity with respect to
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C for purposes of paragraph (a)(1) of this sec-
tion. C’s $500,000 allocable share of PRS’s in-
come consists of $450,000 of gross income
from a trade or business and $50,000 of gross
income from dividends and interest (within
the meaning of §1.1411-4(a)(1)(i)) that is not
derived in the ordinary course of the trade or
business of PRS. Therefore, C’s $500,000 allo-
cable share of PRS’s income is subject to
section 1411. C’s $50,000 allocable share of
PRS’s income from dividends and interest is
subject to §1.1411-4(a)(1)(i) because the share
is gross income from dividends and interest
that is not derived in the ordinary course of
a trade or business (that is, the ordinary
course of a trade or business exception in
§1.1411-4(b) is inapplicable). C’s $450,000 allo-
cable share of PRS’s income is subject to
§1.1411-4(a)(1)(ii) because it is gross income
from a trade or business that is a passive ac-
tivity.

(¢c) Trading in financial instruments or
commodities—(1) Definition of financial
instruments. For purposes of section
1411 and the regulations thereunder,
the term financial instruments includes
stocks and other equity interests, evi-
dences of indebtedness, options, for-
ward or futures contracts, notional
principal contracts, any other deriva-
tives, or any evidence of an interest in
any of the items described in this para-
graph (c)(1). An evidence of an interest
in any of the items described in this
paragraph (c)(1) includes, but is not
limited to, short positions or partial
units in any of the items described in
this paragraph (c)(1).

(2) Definition of commodities. For pur-
poses of section 1411 and the regula-
tions thereunder, the term commodities
refers to items described in section
475(e)(2).

(d) Effective/applicability date. This
section applies to taxable years begin-
ning after December 31, 2013. However,
taxpayers may apply this section to
taxable years beginning after Decem-
ber 31, 2012, in accordance with §1.1411-
1(f).

[T.D. 9644, 78 FR 72424, Dec. 2, 2013, as amend-
ed at 79 FR 18160, Apr. 1, 2014]

§1.1411-6 Income on investment of
working capital subject to tax.

(a) General rule. For purposes of sec-
tion 1411, any item of gross income
from the investment of working capital
will be treated as not derived in the or-
dinary course of a trade or business,
and any net gain that is attributable to
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the investment of working capital will
be treated as not derived in the ordi-
nary course of a trade or business. In
determining whether any item is gross
income from or net gain attributable
to an investment of working capital,
principles similar to those described in
§1.469-2T(c)(3)(ii) apply. See §1.1411-4(f)
for rules regarding properly allocable
deductions with respect to an invest-
ment of working capital and §1.1411-7
for rules relating to the adjustment to
net gain on the disposition of interests
in a partnership or S corporation.

(b) Example. The following example
illustrates the principles of this sec-
tion. Assume for purposes of the exam-
ple that the taxpayer uses a calendar
taxable year, the taxpayer is a United
States citizen, and Year 1 and all sub-
sequent years are taxable years in
which section 1411 is in effect:

Example. (i) A, an unmarried individual, op-
erates a restaurant, which is a section 162
trade or business but is not a trade or busi-
ness described in §1.1411-5(a)(1) with respect
to A. A owns and conducts the restaurant
business through S, an S corporation wholly-
owned by A. S is able to pay all of the res-
taurant’s current obligations with cash flow
generated by the restaurant. S utilizes an in-
terest-bearing checking account at a local
bank to make daily deposits of cash receipts
generated by the restaurant, and also to pay
the recurring ordinary and necessary busi-
ness expenses of the restaurant. The average
daily balance of the checking account is ap-
proximately $2,500, but at any given time the
balance may be significantly more or less
than this amount depending on the short-
term cash flow needs of the business. In addi-
tion, S has set aside $20,000 for the potential
future needs of the business in case the daily
cash flow into and from the checking ac-
count becomes insufficient to pay the res-
taurant’s recurring business expenses. S does
not currently need to spend or use the $20,000
capital to conduct the restaurant business,
and S deposits and maintains the $20,000 in
an interest-bearing savings account at a
local bank.

(ii) Both the $2,500 average daily balance of
the checking account and the $20,000 savings
account balance constitute working capital
under §1.469-2T(c)(3)(ii) and, pursuant to
paragraph (a) of this section, the interest
generated by this working capital will not be
treated as derived in the ordinary course of
S’s restaurant business. Accordingly, the in-
terest income derived by S from its checking
and savings accounts and allocated to A
under section 1366 constitutes gross income
from interest under §1.1411-4(a)(1)(i).
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(c) Effective/applicability date. This
section applies to taxable years begin-
ning after December 31, 2013. However,
taxpayers may apply this section to
taxable years beginning after Decem-
ber 31, 2012, in accordance with §1.1411-
1(f).

[T.D. 9644, 78 FR 72424, Dec. 2, 2013]

§1.1411-7 Exception for dispositions of
interests in partnerships and S cor-
porations. [Reserved]

§1.1411-8 Exception for distributions
from qualified plans.

(a) General rule. Net investment in-
come does not include any distribution
from a qualified plan or arrangement.
For this purpose, the term qualified
plan or arrangement means any plan or
arrangement described in section
401(a), 403(a), 403(b), 408, 408A, or 457(b).

(b) Rules relating to distributions. This
paragraph (b) provides rules for pur-
poses of paragraph (a) of this section.
For purposes of section 1411(c)(5) and
this section, a distribution means the
following:

(1) Actual distributions. Any amount
actually distributed from a qualified
plan or arrangement, as defined in
paragraph (a) of this section, is a dis-
tribution within the meaning of sec-
tion 1411(c)(5), and thus is not included
in net investment income. Examples
include a rollover to an eligible retire-
ment plan within the meaning of sec-
tion 402(c)(8)(B), a distribution of a
plan loan offset amount within the
meaning of Q&A-13(b) of §1.72(p)-1, and
certain corrective distributions under
the Internal Revenue Code (Code).

(2) Amounts treated as distributed. Any
amount that is treated as distributed
from a qualified plan or arrangement
under the Code for purposes of income
tax is a distribution within the mean-
ing of section 1411(c)(5b), and thus is not
included in net investment income. Ex-
amples include a conversion to a Roth
IRA described in section 408A and a
deemed distribution under section
72(p).

(3) Amounts includible in gross income.
Any amount that is not treated as a
distribution but is otherwise includible
in gross income pursuant to a rule re-
lating to amounts held in a qualified
plan or arrangement described in para-
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graph (a) of this section is a distribu-
tion within the meaning of section
1411(c)(5), and thus is not included in
net investment income. For example,
any income of the trust of a qualified
plan or arrangement that is applied to
purchase a participant’s life insurance
coverage (the P.S. 58 costs) is a dis-
tribution within the meaning of sec-
tion 1411(c)(5), and thus is not included
in net investment income.

(4) Amounts related to employer securi-
ties—(i) Dividends related to employer se-
curities. Any dividend that is deductible
under section 404(k) and is paid in cash
directly to plan participants or bene-
ficiaries is a distribution within the
meaning of section 1411(c)(b), and thus
is not included in net investment in-
come. However, any amount paid as a
dividend after the employer securities
have been distributed from a qualified
plan is not a distribution within the
meaning of section 1411(c)(b), and thus
is included in net investment income.

(ii) Amounts related to the net unreal-
ized appreciation in employer securities.
The amount of any net unrealized ap-
preciation attributable to employer se-
curities (within the meaning of section
402(e)(4)) realized on a disposition of
those employer securities is a distribu-
tion within the meaning of section
1411(c)(5), and thus is not included in
net investment income. However, any
appreciation in value of the employer
securities after the distribution from
the qualified plan is not a distribution
within the meaning of section
1411(c)(b), and is included in net invest-
ment income.

(c) Effective/applicability date. This
section applies to taxable years begin-
ning after December 31, 2013. However,
taxpayers may apply this section to
taxable years beginning after Decem-
ber 31, 2012, in accordance with §1.1411-
1(f).

[T.D. 9644, 78 FR 72424, Dec. 2, 2013]

§1.1411-9 Exception for self-employ-
ment income.

(a) General rule. Except as provided in
paragraph (b) of this section, net in-
vestment income does not include any
item taken into account in deter-
mining self-employment income that is
subject to tax under section 1401(b) for
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such taxable year. For purposes of sec-
tion 1411(c)(6) and this section, taken
into account means income included
and deductions allowed in determining
net earnings from self-employment.
However, amounts excepted in deter-
mining net earnings from self-employ-
ment under section 1402(a)(1)-(17), and
thus excluded from self-employment
income under section 1402(b), are not
taken into account in determining self-
employment income and thus may be
included in net investment income if
such amounts are described in §1.1411-
4. Except as provided in paragraph (b)
of this section, if net earnings from
self-employment consist of income or
loss from more than one trade or busi-
ness, all items taken into account in
determining the net earnings from self-
employment with respect to these
trades or businesses (see §1.1402(a)-2(c))
are considered taken into account in
determining the amount of self-em-
ployment income that is subject to tax
under section 1401(b) and therefore not
included in net investment income.

(b) Special rule for traders. In the case
of gross income described in §§1.1411-
4(a)(1)(ii) and (a)(1)(iii) derived from a
trade or business of trading in financial
instruments or commodities (as de-
scribed in §1.1411-5(a)(2)), the deduc-
tions described in §1.1411-4(f)(2)(ii)
properly allocable to the taxpayer’s
trade or business of trading in financial
instruments or commodities are taken
into account in determining the tax-
payer’s self-employment income only
to the extent that such deductions re-
duce the taxpayer’s net earnings from
self-employment (after aggregating
under §1.1402(a)-2(c) the net earnings
from self-employment from any trade
or business carried on by the taxpayer
as an individual or as a member of a
partnership). Any deductions described
in §1.1411-4(f)(2)(ii) that exceed the
amount of net earnings from self-em-
ployment, in the aggregate (if applica-
ble), are allowed in determining the
taxpayer’s net investment income
under section 1411 and the regulations
thereunder.

(c) Examples. The following examples
illustrate the provisions of this sec-
tion. For purposes of these examples,
assume the taxpayer is a United States
citizen, uses a calendar taxable year,

92

26 CFR Ch. | (4-1-17 Edition)

and Year 1 and all subsequent years are
taxable years in which section 1411 is
in effect:

Example 1. Exclusion from self-employment
income. A is a general partner in PRS, a part-
nership carrying on a trade or business that
is not a trade or business of trading in finan-
cial instruments or commodities (within the
meaning of §1.1411-5(a)(2)). During Year 1,
A’s distributive share from PRS is $1 mil-
lion, $300,000 of which is attributable to the
gain on the sale of PRS’s capital assets. Sec-
tion 1402(a)(3)(A) provides an exclusion from
net earnings from self-employment for any
gain or loss from the sale or exchange of a
capital asset. For Year 1, A has $700,000 self-
employment income subject to self-employ-
ment tax. This $700,000 subject to self-em-
ployment tax is not included as part of net
investment income under paragraph (a) of
this section. However, the $300,000 attrib-
utable to the gain on PRS’s sale of a capital
asset is excluded from net earnings from
self-employment, and from self-employment
income, and thus is not covered by the ex-
ception in section 1411(c)(6). Therefore, the
$300,000 attributable to the gain on PRS’s
sale of a capital asset is included as net in-
vestment income if the other requirements
of section 1411 are satisfied.

Example 2. Two trades or businesses. B is an
individual engaged in two trades or busi-
nesses, Business X and Business Y, neither of
which is the trade or business of trading in
financial instruments or commodities (as de-
scribed in §1.1411-5(a)(2)). B carries on Busi-
ness X as a sole proprietor and B is also a
general partner in a partnership that carries
on Business Y. Business Y is a nonpassive ac-
tivity of B. During Year 1, B had net earn-
ings from self-employment consisting of the
aggregate of a $50,000 loss (that is, after ap-
plication of the exclusions under section
1402(a)(1)—(17)) from Business X, and $70,000 in
income (after application of the exclusions
under section 1402(a)(1)-(17)) from B’s dis-
tributive share from the partnership from
carrying on Business Y. Thus, B’s net earn-
ings from self-employment in Year 1 are
$20,000. For Year 1, all of B’s income, deduc-
tions, gains, and losses from Business X and
distributive share from the partnership car-
rying on Business Y, other than those
amounts excluded due to application of sec-
tion 1402(a)(1)-(17), are taken into account in
determining B’s net earnings from self-em-
ployment and self-employment income for
such taxable year. Accordingly, in calcu-
lating B’s net investment income (as defined
in §1.1411-4) for Year 1, B will not take into
account the items of income, loss, gain, and
deduction that comprise B’s $50,000 loss at-
tributable to Business X (after application of
the exclusions under section 1402(a)(1)-(17)),
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and the items of income, loss, gain, and de-
duction that comprise B’s $70,000 distribut-
able share attributable to B’s general part-
nership interest (after application of the ex-
clusions under section 1402(a)(1)-(17)). Rath-
er, only items of income, loss, gain, and de-
duction from the two separate businesses
that were excluded from the calculation of
B’s net earnings from self-employment in-
come due to the application of the exclusions
under section 1402(a)(1)—(17), such as any cap-
ital gains and losses excluded under section
1402(a)(3), are considered for purposes of cal-
culating B’s net investment income for Year
1 in connection with these two trades or
businesses.

Example 3. Special rule for trader with single
trade or business. D is an individual engaged
in the trade or business of trading in com-
modities (as described in §1.1411-5(a)(2)). D
made a valid and timely election under sec-
tion 475(f)(2). D derives $400,000 of trading
gains, which are gross income described in
§1.1411-4(a)(1) and $15,000 of expenses de-
scribed in §1.1411-4(f)(2)(ii) from carrying on
the trade or business. Pursuant to sections
475(H)(1)(D) and 1402(a)(3)(A), none of the
gross income is taken into account in deter-
mining D’s net earnings from self-employ-
ment and self-employment income. There-
fore, under paragraph (a) of this section, the
$400,000 of gross income is not covered by the
exception in section 1411(c)(6). Because D had
$0 net earnings from self-employment, the
$15,000 of deductions did not reduce D’s net
earnings from self-employment under para-
graph (b) of this section and §1.1411-
(4)(£)(2)(ii). Therefore, the $15,000 of deduc-
tions may reduce D’s gross income of $400,000
for purposes of section 1411.

Example 4. Special rule for trader with mul-
tiple trades or businesses. E is an individual
engaged in two trades or businesses, Busi-
ness X (which is not a trade or business of
trading in financial instruments or commod-
ities) and Business Y (which is a trade or
business of trading in financial instruments
or commodities (as described in §1.1411-
5(a)(2)). E made a valid and timely election
under section 475(f) with respect to Business
Y. During Year 1, E had net earnings from
self-employment from Business X of $35,000.
During Year 1, E also had $300,000 of trading
gains, which are gross income described in
§1.1411-4(a)(1) and $40,000 of expenses de-
scribed in §1.1411-4(f)(2)(ii) from Business Y.
E’s $300,000 of gross income from Business Y
is excluded from net earnings from self-em-
ployment and self-employment income pur-
suant to sections 475(£)(1)(D) and
1402(a)(3)(A). E’s $40,000 of deductions from
Business Y reduce E’s $35,000 of net earnings
from self-employment from Business X to $0.
Pursuant to paragraph (b) of this section and
§1.1411-4(f)(2)(ii), the remaining $5,000 of de-
ductions from Business Y are taken into ac-
count in determining E’s net investment in-
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come (by reducing E’s gross income of
$300,000 from Business Y to $295,000) for pur-
poses of section 1411.

(d) Effective/applicability date. This
section applies to taxable years begin-
ning after December 31, 2013. However,
taxpayers may apply this section to
taxable years beginning after Decem-
ber 31, 2012, in accordance with §1.1411-
1(f).

[T.D. 9644, 78 FR 72424, Dec. 2, 2013]

§1.1411-10 Controlled foreign corpora-
tions and passive foreign invest-
ment companies.

(a) In general. This section provides
rules that apply to an individual, es-
tate, or trust that is a United States
shareholder of a controlled foreign cor-
poration (CFC), or that is a United
States person that directly or indi-
rectly owns an interest in a passive for-
eign investment company (PFIC). In
addition, this section provides rules
that apply to an individual, estate, or
trust that owns an interest in a domes-
tic partnership or an S corporation
that is either a United States share-
holder of a CFC or that has made an
election under section 1295 to treat a
PFIC as a qualified electing fund
(QEF). References in this section to an
election under paragraph (g) of this
section being in effect relate to an
election that is applicable to the per-
son that is determining the section 1411
consequences with respect to holding a
particular CFC or QEF.

(b) Amounts derived from a trade or
business described in §1.1411-5—(1) In
general. Except as provided in para-
graph (b)(2) of this section, an amount
included in gross income under section
951(a) or section 1293(a) that is also in-
come derived from a trade or business
described in section 1411(c)(2) and
§1.1411-5 (applying the relevant rules in
§1.1411-4(b)) is taken into account as
net investment income under section
1411(c)(1)(A)({i) and §1.1411-4(a)(1)(ii) for
purposes of section 1411 and the regula-
tions thereunder when it is taken into
account for purposes of chapter 1, and
the rules in paragraphs (c¢c) through (g)
of this section do not apply to that
amount. For purposes of section 1411
and the regulations thereunder, an
amount included in gross income under
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section 1296(a) that is also income de-
rived from a trade or business de-
scribed in section 1411(c)(2) and §1.1411-
5 (applying the relevant rules in
§1.1411-4(b)), is net investment income
within the meaning of section
1411(c)(1)(A)({i) and §1.1411-4(a)(1)(ii),
and the rules in paragraph (c)(2)(ii) of
this section do not apply to that
amount.

(2) Coordination rule for changes in
trade or business status. With respect to
stock of a CFC or QEF for which an
election under paragraph (g) of this
section is not in effect, the rules in
paragraphs (c¢) through (f) of this sec-
tion apply to a distribution of earnings
and profits described in paragraph
(©)(1)(Q)(A) of this section that was not
taken into account as net investment
income under paragraph (b) of this sec-
tion.

(¢c) Calculation of mnet investment in-
come—(1) Dividends. For purposes of
section 1411(c)(1)(A)(i) and §1.1411-
4(a)(1)(i), net investment income is cal-
culated by taking into account the
amount of dividends described in this
paragraph (c)(1).

(1) Distributions of previously taxed
earnings and profits—(A) Rules when an
election under paragraph (g) of this sec-
tion is not in effect with respect to the
shareholder—(1) General rule. Except as
otherwise provided in this paragraph
(c)(1)(), with respect to stock of a CFC
or QEF for which an election under
paragraph (g) of this section is not in
effect, a distribution of earnings and
profits that is not treated as a dividend
for chapter 1 purposes under section
959(d) or section 1293(c) is a dividend for
purposes of section 1411(c)(1)(A)(i) and
§1.1411-4(a)(1)(i) if the distribution is
attributable to amounts that are or
have been included in gross income for
chapter 1 purposes under section 951(a)
or section 1293(a) in a taxable year be-
ginning after December 31, 2012. Solely,
for this purpose, distributions of earn-
ings and ©profits attributable to
amounts that are or have been included
in gross income for chapter 1 purposes
under section 951(a) or section 1293(a)
are considered first attributable to
those earnings and profits, if any, de-
rived from the current taxable year,
and then from prior taxable years be-
ginning with the most recent prior tax-
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able year, and with respect to amounts
included under section 951(a), without
regard to whether the earnings and
profits are described in section 959(c)(1)
or section 959(c)(2).

(2) Ezxception for distributions attrib-
utable to earnings and profits previously
taken into account for purposes of section
1411. A distribution of earnings and
profits that is not treated as a dividend
for chapter 1 purposes under section
959(d) or section 1293(c) is not treated
as a dividend for purposes of section
1411(c)(1)(A)({) and §1.1411-4(a)(1)({), to
the extent that an individual, estate,
or trust establishes, by providing infor-
mation that is similar to, and in the
same manner as, the information de-
scribed in §1.959-1(d) (relating to pre-
viously taxed earnings and profits),
that the distribution is attributable
to—

(1) Amounts included in gross income
by any person for chapter 1 purposes
under section 951(a) or section 1293(a)
that have been taken into account by
any person as net investment income
by reason of paragraph (b) of this sec-
tion or an election under paragraph (g)
of this section; or

(i1) Amounts included in gross income
by any person as a dividend pursuant
to section 1248(a) that, by reason of
paragraph (c)(3)(ii) of this section, have
been taken into account by any person
as net investment income under sec-
tion 1411(c)()(A)({) and §1.1411-
4(a)(1)(D).

(B) Rule when an election under para-
graph (g) of this section is in effect with
respect to the shareholder. Except as oth-
erwise provided in this paragraph
(¢)(1)(@i), if an election under paragraph
(g) of this section is in effect, a dis-
tribution of earnings and profits that is
not treated as a dividend for chapter 1
purposes under section 959(d) or section
1293(c) is not treated as a dividend for
purposes of section 1411(c)(1)(A)(i) and
§1.1411-4(a)(1)({@).

(C) Special rule for certain distributions
related to 2013 taxable years—(1) Scope.
The rule in this paragraph (c¢)(1)(A)(C)
applies to individuals, estates, and
trusts that were subject to section 1411
during a taxable year that began after
December 31, 2012, and before January
1, 2014, and that satisfy all of the condi-
tions set forth in paragraph
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(©)()E)C)(2) of this section. This rule
also applies to all domestic partner-
ships and S corporations that satisfy
all of the conditions set forth in para-
graph (¢)(1)(A)(C)(2) of this section.

(2) Rule. A distribution of earnings
and profits from a CFC or QEF, with
respect to which an election under
paragraph (g) is in effect, that is not
treated as a dividend for chapter 1 pur-
poses under section 959(d) or section
1293(c) is a dividend for purposes of sec-
tion 1411(c)(1)(A)() and §1.1411-4(a)(1)(1)
to the extent that—

(1) The distribution of earnings and
profits is attributable to an amount in-
cluded by an individual, estate, trust,
domestic partnership, S corporation or
common trust fund in gross income for
chapter 1 purposes under section 951(a)
or section 1293(a) with respect to the
CFC or QEF for a taxable year that
began after December 31, 2012, and be-
fore January 1, 2014;

(i1) The individual, estate, trust, do-
mestic partnership, S corporation, or
common trust fund made the election
under paragraph (g) of this section
with respect to the CFC or QEF in a
taxable year that began after Decem-
ber 31, 2013; and

(7i1) The individual, estate, trust, do-
mestic partnership, S corporation, or
common trust fund did not make the
election described in paragraph
(g)(4)(iii) of this section (concerning
making an election under paragraph (g)
of this section for a taxable year that
begins before January 1, 2014).

(3) Ordering rule. Solely, for purposes
of this paragraph (c)(1)(A)(C)(3), dis-
tributions of earnings and profits at-
tributable to amounts that have been
included in gross income for chapter 1
purposes under section 951(a) or section
1293(a) are considered first attributable
to the earnings and profits derived
from a taxable year that began after
December 31, 2012, and before January
1, 2014.

(i1) Excess distributions that constitute
dividends. To the extent an excess dis-
tribution within the meaning of sec-
tion 1291(b) constitutes a dividend
within the meaning of section 316(a),
the amount is included in net invest-
ment income for purposes of section
1411(c)(1)(A)({) and §1.1411-4(a)(1)().

95

§1.1411-10

(2) Net gain. For purposes of section
1411(c)(1)(A)({ii) and §1.1411-4(a)(1)(iii),
the rules in this paragraph (c)(2) apply
in determining net gain attributable to
the disposition of property.

(1) Gains treated as excess distributions.
Gains treated as excess distributions
under section 1291(a)(2) are included in
determining net gain attributable to
the disposition of property for purposes
of section 1411(c)(1)(A)(iii) and §1.1411-
4(a)(1)(iii).

(ii) Inclusions and deductions with re-
spect to section 1296 mark to market elec-
tions. Amounts included in gross in-
come under section 1296(a)(1) and
amounts allowed as a deduction under
section 1296(a)(2) are taken into ac-
count in determining net gain attrib-
utable to the disposition of property
for purposes of section 1411(c)(1)(A)(iii)
and §1.1411-4(a)(1)(iii).

(iii) Gain or loss attributable to the dis-
position of stock of CFCs and QEFs. With
respect to stock of a CFC or QEF for
which an election under paragraph (g)
of this section is not in effect, for pur-
poses of calculating the net gain under
§§1.1411-4(a)(1)(iii) and 1.1411-4(d) that
is attributable to the direct or indirect
disposition of that stock (including for
purposes of determining gain or loss on
the direct or indirect disposition of
that stock by a domestic partnership,
S corporation, or common trust fund),
basis is determined in accordance with
the provisions of paragraph (d) of this
section.

(iv) Gain or loss attributable to the dis-
position of interests in domestic pariner-
ships or S corporations that own directly
or indirectly stock of CFCs or QEFs. With
respect to stock of a CFC or QEF for
which an election under paragraph (g)
of this section is not in effect, for pur-
poses of calculating the net gain under
§§1.1411-4(a)(1)(iii) and 1.1411-4(d) that
is attributable to the disposition of an
interest in a domestic partnership or S
corporation that directly or indirectly
owns that stock, basis is determined in
accordance with the provisions of para-
graph (d) of this section.

(3) Application of section 1248. With re-
spect to stock of a CFC or QEF for
which an election under paragraph (g)
of this section is not in effect, for pur-
poses of section 1411 and §1.1411-4—
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(i) In determining the gain recog-
nized on the sale or exchange of stock
of a foreign corporation for section
1248(a) purposes, basis is determined in
accordance with the provisions of para-
graph (d) of this section; and

(ii) Section 1248(a) applies without
regard to the exclusion for certain
earnings and profits under sections
1248(d)(1) and (d)(6), except that those
exclusions will apply with respect to
the earnings and profits of a foreign
corporation that are attributable to:

(A) Amounts taken into account as
net investment income under para-
graph (b) of this section; and

(B) Amounts previously included in
gross income for chapter 1 purposes
under section 951(a) or section 1293(a)
in a taxable year beginning before De-
cember 31, 2012, and that have not yet
been distributed. For this purpose, the
determination of whether earnings and
profits that are attributable to
amounts previously taxed in a taxable
year beginning before December 31,
2012, have been distributed is deter-
mined based on the rules described in
paragraph (¢)(1)(i) of this section.

(4) Amounts distributed by an estate or
trust. Net investment income of a bene-
ficiary of an estate or trust includes
the beneficiary’s share of distributable
net income, as described in sections 652
and 662 and as modified by paragraph
(f) of this section, to the extent that
the beneficiary’s share of distributable
net income includes items that, if they
had been received directly by the bene-
ficiary, would have been described in
this paragraph (c).

(6) Properly allocable deductions—(i)
General rule. For purposes of section
1411(c)(1)(B) and §1.1411-4(f), the section
163(d)(1) investment expense deduction
may be calculated by—

(A) Increasing the amount of invest-
ment income determined for chapter 1
purposes under section 163(d)(4)(B) by
the amount of dividends described in
§1.1411-10(c) that are derived from a
CFC or QEF with respect to which an
election under paragraph (g) of this
section is not in effect;

(B) Decreasing the amount of invest-
ment income determined for chapter 1
purposes under section 163(d)(4)(B) by
the amount included in gross income
for chapter 1 purposes under section
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951(a) or section 1293(a) that is attrib-
utable to a CFC or QEF with respect to
which an election under paragraph (g)
of this section is not in effect; and

(C) Increasing or decreasing, as appli-
cable, the amount of investment in-
come for chapter 1 purposes under sec-
tion 163(d)(4)(B) by the difference be-
tween the amount calculated with re-
spect to a disposition under paragraphs
(¢)(2)(iii) and (c)(2)(iv) of this section
and the amount of the gain or loss at-
tributable to the relevant disposition
as calculated for chapter 1 purposes.

(ii) Additional rules. For purposes of
section 1411(c)(1)(B) and §1.1411-4(f), if
the method of calculation described in
paragraph (c)(5)(i) of this section is ap-
plied:

(A) The amount of investment inter-
est not allowed as a deduction under
section 163(d)(2) must be calculated
consistent with the method of calcula-
tion described in paragraph (c)(5)(i).

(B) The method of calculation must
be adopted by an individual, estate, or
trust no later than the first year in
which the individual, estate, or trust is
subject to section 1411.

(C) The method of calculation must
be applied with respect to all CFCs and
QEF's for all taxable years with respect
to which an election under paragraph
(g) of this section is not in effect.

(D) A method of calculation under
this paragraph is a method of account-
ing, which must be applied consist-
ently, and may only be changed by the
taxpayer by securing the consent of the
Commissioner in accordance with
§1.446-1(e) and following the adminis-
trative procedures issued under §1.446-
1(e)(3)(ii).

(d) Conforming basis adjustments—(1)
Basis adjustments under sections 961 and
1293—(1) Stock held by individuals, es-
tates, or trusts. With respect to stock of
a CFC or QEF which is held by an indi-
vidual, estate, or trust, either directly
or indirectly through one or more enti-
ties each of which is foreign, for which
an election under paragraph (g) of this
section is not in effect—

(A) The basis increases made pursu-
ant to sections 961(a) and 1293(d) for
amounts included in gross income for
chapter 1 purposes under sections 951(a)
and 1293(a) in taxable years beginning
after December 31, 2012, are not taken
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into account for purposes of section
1411 and the regulations thereunder;
and

(B) The basis decreases made pursu-
ant to sections 961(b) and 1293(d) attrib-
utable to amounts treated as dividends
for purposes of section 1411 under para-
graph (c)(1)(i) of this section are not
taken into account for purposes of sec-
tion 1411 and the regulations there-
under.

(i1) Stock held by domestic partnerships
or S corporations—(A) Rule when an elec-
tion under paragraph (g) of this section is
not in effect. The rules of this para-
graph (d)(1)(ii)(A) apply with respect to
stock of a CFC or QEF held directly by
a domestic partnership or S corpora-
tion, or indirectly through one or more
entities each of which is foreign, for
which an election under paragraph (g)
of this section is not in effect. If an in-
dividual, estate, or trust is a share-
holder of an S corporation, or if an in-
dividual, estate, or trust directly, or
through one or more tiers of pass-
through entities (including an S cor-
poration), owns an interest in a domes-
tic partnership, the S corporation or
domestic partnership, as the case may
be, will not take into account for pur-
poses of section 1411 and the regula-
tions thereunder the basis increases
made by the domestic partnership or S
corporation pursuant to sections 961(a)
and 1293(d) for amounts included in
gross income for chapter 1 purposes
under sections 951(a) and 1293(a) for
taxable years beginning after Decem-
ber 31, 2012, and the basis decreases
made by the domestic partnership or S
corporation pursuant to sections 961(b)
and 1293(d) attributable to amounts
treated as dividends for purposes of
section 1411 under paragraph (c¢)(1)(i) of
this section (the section 1411 recal-
culated basis). If the domestic partner-
ship or S corporation disposes of the
stock of a CFC or QEF, the section 1411
recalculated basis will be used to deter-
mine the distributive share or pro rata
share of the gain or loss for purposes of
section 1411 for partners or share-
holders.

(B) Rules when an election under para-
graph (g) of this section is in effect. If an
election under paragraph (g) of this
section is in effect with respect to
stock of a CFC or QEF held directly or
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indirectly by a domestic partnership or
S corporation, the partner’s distribu-
tive share or the shareholder’s pro rata
share of the gain or loss for purposes of
section 1411 is the same as the distribu-
tive share or pro rata share of the gain
or loss for purposes of chapter 1. See
Example 6 of paragraph (h) of this sec-
tion.

(2) Special rules for partners that own
interests in domestic partnerships that
own directly or indirectly stock of CFCs or
Q@EFs. The rules of this paragraph (d)(2)
apply with respect to stock of a CFC or
QEF for which an election under para-
graph (g) of this section is not in effect,
and that is held by a domestic partner-
ship, either directly or indirectly
through one or more entities each of
which is foreign. In such a case, the
basis increases provided under section
705(a)(1)(A) to the partners for purposes
of chapter 1 that are attributable to
amounts that the domestic partnership
includes or included in gross income
under section 951(a) or section 1293(a)
for a taxable year beginning after De-
cember 31, 2012, are not taken into ac-
count for purposes of section 1411. In-
stead, each partner’s adjusted basis in
the partnership interest is increased by
its share of any distributions to the
partnership from the CFC or QEF that
are treated as dividends for purposes of
section 1411 under paragraph (c¢)(1)(i) of
this section. Similar rules apply when
the stock of the CFC or QEF is held in
a tiered partnership structure. For pur-
poses of determining net investment
income under section 1411 and the regu-
lations thereunder, the partner’s ad-
justed basis in the partnership interest
as calculated under this paragraph
(d)(2) is used to determine all tax con-
sequences related to tax basis (for ex-
ample, loss limitation rules and the
characterization of partnership dis-
tributions).

(3) Special rules for S corporation share-
holders that own interests in S corpora-
tions that own directly or indirectly stock
of CFCs or QEFs. The rules of this para-
graph (d)(3) apply with respect to stock
of a CFC or QEF for which an election
under paragraph (g) of this section is
not in effect, and that is held by an S
corporation, directly or indirectly
through one or more entities each of
which is foreign. In such case, the basis
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increases provided in section
1367(a)(1)(A) to its shareholders for
chapter 1 purposes that are attrib-
utable to amounts that the S corpora-
tion includes or included in gross in-
come for chapter 1 purposes under sec-
tion 951(a) or section 1293(a) for taxable
years beginning after December 31,
2012, are not taken into account for
purposes of section 1411. Instead, each
shareholder’s adjusted basis of stock in
the S corporation is increased by its
share of the distributions to the S cor-
poration from the CFC or QEF that are
treated as dividends for purposes of
section 1411 under paragraph (c)(1)(i) of
this section. Similar rules apply when
the S corporation holds an interest in a
CFC or QEF through a partnership. For
purposes of determining net invest-
ment income under section 1411 and the
regulations thereunder, the share-
holder’s adjusted basis in the stock of
the S corporation as calculated under
this paragraph (d)(3) is used to deter-
mine all tax consequences related to
tax basis (for example, loss limitation
rules and the characterization of S cor-
poration distributions).

(4) Special rules for participants in com-
mon trust funds. Rules similar to the
rules in paragraphs (d)(2) and (3) of this
section apply to ownership interests in
common trust funds (as defined in sec-
tion 584).

(e) Conforming adjustments to modified
adjusted gross income and adjusted gross
income—(1) Individuals. Solely for pur-
poses of section 1411(a)(1)(B)(i) and the
regulations thereunder, the term modi-
fied adjusted gross income means modi-
fied adjusted gross income as defined in
§1.1411-2(c)(1)—

(i) Increased by amounts included in
net investment income under para-
graphs (c)(1)(1), (e)(1)(ii), (c)(2)({), and
(c)(4) of this section that are not other-
wise included in gross income for chap-
ter 1 purposes;

(i1) Increased or decreased, as appli-
cable, by the difference between the
amount calculated with respect to a
disposition under paragraphs (c)(2)(iii)
and (iv) of this section and the amount
of the gain or loss attributable to the
relevant disposition as calculated for
chapter 1 purposes;

(iii) Decreased by any amount in-
cluded in gross income for chapter 1
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purposes under section 951(a) or section
1293(a) attributable to a CFC or QEF
with respect to which no election under
paragraph (g) of this section is in ef-
fect; and

(iv) To the extent the section
163(d)(1) investment interest expense
deduction is calculated using the meth-
od of calculation set forth in paragraph
(c)(b) of this section and the deduction
is taken into account under §1.1411-
4(f)(2), increased or decreased, as appro-
priate, by the difference between the
amount of the section 163(d)(1) invest-
ment interest expense deduction cal-
culated under paragraph (c)(56) of this
section and the amount calculated for
chapter 1 purposes.

(2) Estates and trusts. Solely for pur-
poses of section 1411(a)(2)(B)(i) and the
regulations thereunder, the term ad-
justed gross income means adjusted
gross income as defined in §1.1411-
3(a)(1)i)(B)(I) adjusted by the fol-
lowing amounts to the extent those
amounts are not distributed by the es-
tate or trust—

(i) Increased by amounts included in
net investment income under para-
graphs (c)(1)(1), (e)(1)(ii), (c)(2)({), and
(c)(4) of this section that are not other-
wise included in gross income for chap-
ter 1 purposes;

(i1) Increased or decreased, as appli-
cable, by the difference between the
amount calculated with respect to a
disposition under paragraphs (c)(2)(iii)
and (iv) of this section and the amount
of the gain or loss attributable to the
relevant disposition as calculated for
chapter 1 purposes;

(iii) Decreased by any amount in-
cluded in gross income for chapter 1
purposes under section 951(a) or section
1293(a) attributable to a CFC or QEF
with respect to which no election under
paragraph (g) of this section is in ef-
fect; and

(iv) To the extent the section
163(d)(1) investment interest expense
deduction is calculated using the meth-
od of calculation set forth in paragraph
(c)(b) of this section and taken into ac-
count under §1.1411-4(f)(2), increased or
decreased, as appropriate, by the dif-
ference between the amount of the sec-
tion 163(d)(1) investment interest ex-
pense deduction calculated under para-
graph (c)(6) of this section and the
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amount calculated for chapter 1 pur-
poses.

(f) Application to estates and trusts. All
of the items described in paragraph (c)
of this section are included in the net
investment income of an estate or
trust or its beneficiaries. The amounts
described in paragraphs (e)(2)d)
through (iv) of this section, regardless
of whether the estate or trust receives
those amounts directly or indirectly
through another estate or trust, in-
crease or decrease, as applicable, the
estate’s or trust’s distributable net in-
come for purposes of section 1411. The
estate or trust, or the beneficiaries
thereof, must take those amounts into
account in a manner reasonably con-
sistent with the general operating
rules for estates and trusts in §1.1411-3
and subchapter J in computing the un-
distributed net investment income of
the estate or trust and the net invest-
ment income of the beneficiaries.

(g) Election with respect to CFCs and
QEFs—(1) Effect of election. If an elec-
tion under paragraph (g) of this section
is made with respect to a CFC or QEF,
amounts included in gross income for
chapter 1 purposes under section 951(a)
or section 1293(a)(1)(A) with respect to
the CFC or QEF in taxable years begin-
ning with the taxable year for which
the election is made are treated as net
investment income for purposes of
§1.1411-4(a)(1)(i), and amounts included
in gross income under section
1293(a)(1)(B) with respect to the QEF in
taxable years beginning with the tax-
able year for which the election is
made are taken into account in calcu-
lating net gain attributable to the dis-
position of property under §1.1411-
4(a)(1)(iii). See paragraphs (c)(1)(H)(B)
and (c)(1)(i)(C) of this section for the
effect of this election on certain dis-
tributions of previously taxed earnings
and profits.

(2) Years to which election applies—(i)
In general. An election under paragraph
(g) of this section applies to the tax-
able year for which it is made and all
subsequent taxable years, and applies
to all subsequently acquired interests
in the CFC or QEF. An election under
paragraph (g) of this section is irrev-
ocable.

(i1) Termination of interest in CFC or
QREF. Complete termination of a per-
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son’s interest in the CFC or QEF does
not terminate the person’s election
under paragraph (g) of this section
with respect to the CFC or QEF. Thus,
if the person reacquires stock of the
CFC or QEF, that stock is considered
to be stock for which an election under
paragraph (g) of this section has been
made and is in effect.

(iii) Termination of partnership. If a
domestic partnership that makes the
election under paragraph (g) of this
section is terminated pursuant to sec-
tion 708(b)(1)(B), the election is binding
on the new partnership.

(3) Who may make the election. An in-
dividual, estate, trust, domestic part-
nership, S corporation, or common
trust fund may make an election under
paragraph (g) of this section with re-
spect to each CFC or QEF that it holds
directly or indirectly through one or
more entities, each of which is foreign.
In addition, an individual, estate,
trust, domestic partnership, S corpora-
tion, or common trust fund may make
an election under paragraph (g) of this
section with respect to a CFC or QEF
that it holds indirectly through a do-
mestic partnership, S corporation, es-
tate, trust, or common trust fund if the
domestic partnership, S corporation,
estate, trust, or common trust fund
does not make the election. The elec-
tion, if made, for an estate or trust
must be made by the fiduciary of that
estate or trust.

(4) Time and manner for making the
election—(1) Individuals, estates, and
trusts—(A) General rule. Except as oth-
erwise provided in this paragraph, in
order for an election under paragraph
(g) of this section by an individual, es-
tate, or trust (other than a CRT) with
respect to a CFC or QEF to be effec-
tive, the election must be made no
later than the first taxable year begin-
ning after December 31, 2013, during
which the individual, estate, or trust—

(I) Includes an amount in gross in-
come for chapter 1 purposes under sec-
tion 951(a) or section 1293(a) with re-
spect to the CFC or QEF; and

(2) Is subject to tax under section
1411 or would be subject to tax under
section 1411 if the election were made
with respect to the stock of the CFC or
QEF.
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(B) Special rule for charitable remain-
der trusts (CRTs). Except as otherwise
provided in this paragraph, in order for
an election under paragraph (g) of this
section by a CRT with respect to a CFC
or QEF to be effective, the election
must be made no later than the first
taxable year beginning after December
31, 2013, during which the CRT includes
an amount in gross income for chapter
1 purposes under section 951(a) or sec-
tion 1293(a) with respect to the CFC or
QEF.

(i1) Certain domestic passthrough enti-
ties. Except as otherwise provided in
this paragraph, in order for an election
under paragraph (g) of this section by a
domestic partnership, S corporation, or
common trust fund with respect to a
CFC or a QEF to be effective, the elec-
tion must be made no later than the
first taxable year beginning after De-
cember 31, 2013, during which the do-
mestic partnership S corporation, or
common trust fund—

(A) Includes an amount in gross in-
come for chapter 1 purposes under sec-
tion 951(a) or section 1293(a) with re-
spect to the CFC or QEF; and

(B) Has a direct or indirect owner
that is subject to tax under section 1411
or would be subject to tax under sec-
tion 1411 if the election were made.

(iii) Taxable years that begin before
January 1, 2014—(A) Individuals, estates,
or trusts. An individual, estate, or trust
may make an election under paragraph
(g) of this section for a taxable year
that begins before January 1, 2014.

(B) Certain domestic passthrough enti-
ties. A domestic partnership, S corpora-
tion, or common trust fund may make
an election under paragraph (g) of this
section for a taxable year that begins
before January 1, 2014, provided that
all of its partners, shareholders, or par-
ticipants, as the case may be, consent
to the election. In the case of a part-
ner, shareholder, or participant that is
a partnership, S corporation, or com-
mon trust fund, all of the partners,
shareholders, and participants also
must consent to the election.

(iv) Time for making election. In all
cases, the election under paragraph (g)
of this section must be made in the
manner prescribed by forms, instruc-
tions, or in other guidance on the indi-
vidual’s, estate’s, trust’s, domestic
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partnership’s, S corporation’s, or com-
mon trust fund’s original or amended
return for the taxable year for which
the election is made. An election can
be made on an amended return only if
the taxable year for which the election
is made, and all taxable years that are
affected by the election, are not closed
by the period of limitations on assess-
ments under section 6501. An indi-
vidual, estate, trust, domestic partner-
ship, S corporation, or common trust
fund may not seek an extension of time
to make the election under any other
provision of the law, including §301.9100
of this chapter.

(h) Examples. The following examples
illustrate the rules of this section. In
each example, unless otherwise indi-
cated, the individuals, the foreign cor-
poration (FC), the QEF (QEF), and the
partnership (PRS) use a calendar tax-
able year. Further, the gross income or
gain with respect to an interest in FC
is not derived in a trade or business de-
scribed in §1.1411-5.

Example 1. (i) Facts. A, a United States cit-
izen, is the sole shareholder of FC, a con-
trolled foreign corporation (within the
meaning of section 957). A is a United States
shareholder (within the meaning of section
951(b)) with respect to FC. In 2012, A includes
$40,000 in gross income for chapter 1 purposes
under section 951(a)(1)(A) with respect to FC.
On December 31, 2012, A’s basis in the stock
of FC for chapter 1 purposes is $500,000, which
includes an increase to basis under section
961(a) of $40,000. The amount of FC’s earnings
and profits that are described in section
959(c)(2) is $40,000, the amount of FC’s earn-
ings and profits that are described in section
959(¢)(3) is $20,000, and FC does not have any
earnings and profits that are described in
section 959(c)(1). No election is made under
paragraph (g) of this section. During 2013, A
does not include any amounts in income
under section 951(a) with respect to FC, A
does not receive any distributions from FC,
and there is no change in the amount of FC’s
earnings and profits. In 2014, A includes
$10,000 in gross income for chapter 1 purposes
under section 951(a)(1)(A) with respect to FC.
As a result, A’s basis in the stock of FC for
chapter 1 purposes increases by $10,000 to
$5610,000 pursuant to section 961(a). During
2015, FC distributes $30,000 to A, which is not
treated as a dividend for purposes of chapter
1 under section 959(d). As a result, A’s basis
in the stock of FC for chapter 1 purposes is
decreased by $30,000 to $480,000 pursuant to
section 961(b).

(ii) Results for section 1411 purposes. In 2014,
A does not include the $10,000 section 951(a)
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income inclusion in A’s net investment in-
come under section 1411(c)(1)(A)({i) and
§1.1411-4(a)(1)(i). Pursuant to paragraph
(e)(1)(dii) of this section, A decreases A’s
modified adjusted gross income for section
1411 purposes by $10,000 in 2014, and pursuant
to paragraph (d)(1)(i) of this section, A’s ad-
justed basis is not increased by $10,000 and
remains at $500,000. In 2015, pursuant to para-
graph (c)(2)(i) of this section, A includes
$10,000 of the distribution of previously taxed
earnings and profits as a dividend for pur-
poses of determining A’s net investment in-
come because $10,000 of the $30,000 distribu-
tion is attributable to amounts that A in-
cluded in gross income for chapter 1 purposes
under section 951(a) in a tax year that began
after December 31, 2012. Pursuant to para-
graph (e)(1)(i) of this section, A increases A’s
modified adjusted gross income for section
1411 purposes by $10,000 in 2015. Under para-
graph (d)(1)(i) of this section, A’s adjusted
basis is not decreased by the $10,000 that is
treated as a dividend for section 1411 pur-
poses, and thus, A’s adjusted basis in FC for
section 1411 purposes is decreased under sec-
tion 961 only by $20,000 to $480,000.

Example 2. (i) Facts. Same facts as Example
1. In addition, during 2016, A includes $15,000
in gross income for chapter 1 purposes under
section 951(a)(1)(A) with respect to FC. As a
result, A’s basis in the stock of FC for chap-
ter 1 purposes increases by $15,000 to $495,000
pursuant to section 961(a). During 2017, A
sells all of A’s shares of FC for $550,000 and,
prior to the application of section 1248, rec-
ognizes $55,000 ($550,000 minus $495,000) of
long-term capital gain for chapter 1 pur-
poses. For purposes of calculating the
amount included in income as a dividend
pursuant to section 1248(a) for chapter 1 pur-
poses, the earnings and profits of FC attrib-
utable to A’s shares in FC which were accu-
mulated after December 31,1962 and during
the period which A held the stock while FC
was a controlled foreign corporation is
$565,000, $35,000 of which is excluded pursuant
to section 1248(d)(1). Therefore, after the ap-
plication of section 1248, for chapter 1 pur-
poses, upon the sale of the FC stock, A rec-
ognizes $35,000 of long-term capital gain and
a $20,000 dividend.

(ii) Results for section 1411 purposes. (A) In
2016, A does not include the $15,000 section
951(a)(1)(A) income inclusion in A’s net in-
vestment income under section
1411(c)(1)(A)({) and §1.1411-1(a)(1)(i). Pursuant
to paragraph (e)(1)(ii) of this section, A de-
creases A’s modified adjusted gross income
for section 1411 purposes by $15,000, and, pur-
suant to paragraph (d)(1)(i) of this section,
A’s adjusted basis remains at $480,000.

(B) During 2017, prior to the application of
section 1248, A recognizes $70,000 ($550,000
minus $480,000) of gain for section 1411 pur-
poses. Pursuant to paragraph (c)(3) of this
section, for section 1411 purposes, section
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1248(a) applies to the gain on the sale of FC
calculated for section 1411 purposes ($70,000)
and section 1248(d)(1) does not apply, except
with respect to the $20,000 of earnings and
profits of FC that are attributable to
amounts previously included in income for
chapter 1 purposes under section 951 for a
taxable year beginning before December 31,
2012. Accordingly, for purposes of calculating
the amount of income includible as a divi-
dend under section 1248(a), A has $55,000 of
earnings and profits, $20,000 of which is ex-
cluded pursuant to section 1248(d)(1). There-
fore, after the application of section 1248, for
section 1411 purposes A has $35,000 of long-
term capital gain and a $35,000 dividend. For
purposes of calculating net investment in-
come in 2017, A includes $35,000 as a dividend
under section 1411(c)(1)(A)(i) and §1.1411-
4(a)(1)() and $35,000 as a gain under section
1411(c)(1)(A)(iii) and §1.1411-4(a)(1)({ii).

Example 3. (i) Facts. Same facts as Example
2, except that A timely makes an election
under paragraph (g)(4)(i) of this section for
2014 (and thus for all subsequent years).

(ii) Results for section 1411 purposes. A does
not have any adjustments to A’s modified
adjusted gross income for section 1411 pur-
poses for 2014, 2015, 2016 or 2017 because the
election under paragraph (g)(4)(i) of this sec-
tion was timely made. Pursuant to para-
graph (g2)(2) of this section, for purposes of
calculating A’s net investment income in
2014, the $10,000 that A included in income for
chapter 1 purposes under section 951(a) is net
investment income for purposes of section
1411(c)(1)(A)(1) and §1.1411-4(a)(1)(d). A has no
amount of net investment income with re-
spect to FC in 2015. Pursuant to paragraph
(2)(2) of this section, for purposes of calcu-
lating A’s net investment income in 2016, the
$15,000 that A included in income for chapter
1 purposes under section 951(a) is net invest-
ment income for purposes of section
1411(c)(1)(A)(1) and §1.1411-4(a)(1)(i). For pur-
poses of calculating A’s net investment in-
come in 2017, the amount of gain on the dis-
position of the FC shares is the same as the
amount calculated for chapter 1 purposes.
Applying section 1248, A includes $35,000 as a
gain under section 1411(c)(1)(A)(ii) and
§1.1411-4(a)(1)(iii), and $20,000 as a dividend
under section 1411(c)(1)(A)({i) and §1.1411-
4(a)(D@).

Example 4. Domestic partnership holding QEF
stock. (i) Facts. (A) C, a United States citizen,
owns a 50% interest in PRS, a domestic part-
nership. D, a United States citizen, and E, a
United States citizen, each own a 25% inter-
est in PRS. All allocations of partnership in-
come and losses are pro rata based on owner-
ship interests. PRS owns an interest in QEF,
a foreign corporation that is a passive for-
eign investment company (within the mean-
ing of section 1297(a)). PRS, a United States
person, made an election under section 1295
with respect to QEF applicable to the first
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year of its holding period in QEF. As of De-
cember 31, 2012, for chapter 1 purposes, C’s
basis in his partnership interest is $100,000,
D’s basis in his partnership interest is
$50,000, E’s basis in his partnership interest
is $50,000, and PRS’s adjusted basis in its
QEF stock is $80,000, which includes an in-
crease in basis under section 1293(d) of
$40,000. As of December 31, 2012, the amount
of QEF’s earnings that have been included in
income by PRS under section 1293(a), but
have not been distributed by QEF, is $40,000.
PRS also has cash of $60,000 and domestic C
corporation stock with an adjusted basis of
$60,000. During 2013, PRS does not include
any amounts in income under section 1293(a)
with respect to QEF, PRS does not receive
any distributions from QEF, and there are no
adjustments to the basis of C, D, or E in
their interests in PRS.

(B) During 2014, PRS has income of $40,000
under section 1293(a) with respect to QEF
and has no other partnership income. PRS
does not make an election under paragraph
(g) of this section.

(C) During 2015, QEF distributes $60,000 to
PRS. PRS has no income for the year.

(ii) Results for 2014. (A) For chapter 1 pur-
poses, as a result of the $40,000 income inclu-
sion under section 1293(a), PRS’s basis in its
QEF stock is increased by $40,000 under sec-
tion 1293(d)(1) to $120,000. Under §1.1293-
1(c)(1) and section 702, C’s, D’s, and E’s dis-
tributive shares of the section 1293(a) income
inclusion are $20,000, $10,000, and $10,000, re-
spectively. Under section 705(a)(1)(A), C in-
creases his adjusted basis in his partnership
interest by $20,000 to $120,000, and D and E
each increase his adjusted basis in his part-
nership interest by $10,000 to $60,000.

(B) For section 1411 purposes, pursuant to
paragraph (d)(1)(ii) of this section, PRS’s
basis in QEF is not increased by the $40,000
income inclusion (it remains at $80,000). Be-
cause PRS did not make an election under
paragraph (g) of this section, C, D and E do
not have net investment income with respect
to the income inclusion, and pursuant to
paragraph (d)(2) of this section, they do not
increase their adjusted bases in their inter-
ests in PRS (each remains at $50,000). Pursu-
ant to paragraph (e)(1)(ii) of this section, C
reduces his modified adjusted gross income
by $20,000, and D and E each reduce their
modified adjusted gross income by $10,000.

(iii) Results for 2015. (A) For chapter 1 pur-
poses, the distribution of $60,000 from QEF to
PRS is not a dividend under section 1293(c),
and PRS decreases its basis in QEF by $60,000
under section 1293(d)(2) to $60,000.

(B) Pursuant to paragraph (c)(1)(i) of this
section, $40,000 of the distribution is a divi-
dend for section 1411 purposes because PRS
included $40,000 in gross income for chapter 1
purposes under section 1293(a) in a tax year
that began after December 31, 2012. For sec-
tion 1411 purposes, pursuant to paragraph
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(d)(1)(ii) of this section, section 1293(d) will
not apply to reduce PRS’s basis in QEF to
the extent of the $40,000 of the distribution
that is treated as a dividend under paragraph
(¢)(2)(1) of this section. Thus, PRS’s basis in
QEF is decreased only by $20,000 for purposes
of section 1411 and is $60,000. The $40,000 dis-
tribution of previously taxed earnings and
profits that is treated as a dividend for sec-
tion 1411 purposes is allocated $20,000 to C,
$10,000 to D, and $10,000 to E. Because PRS
did not make an election under paragraph (g)
of this section, pursuant to paragraph
(c)(2)(i) of this section, C has $20,000 of net
investment income, and D and E each has
$10,000 of net investment income as a result
of the distribution by QEF, and pursuant to
paragraph (d)(2) of this section, C increases
his adjusted basis in PRS by $20,000 to
$120,000, and D and E each increases his ad-
justed basis in PRS by $10,000 to $60,000. Pur-
suant to paragraph (e)(1)(i) of this section, C
increases his modified adjusted gross income
by $20,000, and D and E each increases his
modified adjusted gross income by $10,000.

Example 5. Sale of partnership interest. (1)
Facts. Same facts as Example 4. In addition,
in 2016, D sells his entire interest in PRS to
F for $100,000.

(ii) Results for 2016. For chapter 1 purposes,
D has a gain of $40,000 ($100,000 minus
$60,000). For section 1411 purposes, D has a
gain of $40,000 ($100,000 minus $60,000), and
thus, has net investment income of $40,000.
No adjustments to modified adjusted gross
income are necessary under paragraph (e) of
this section.

Example 6. Domestic partnership’s sale of
QEF stock. (i) Facts. Same facts as Example 4.
In addition, in 2016 PRS has income of $60,000
under section 1293(a) with respect to QEF,
and in 2017, PRS sells its entire interest in
QEF for $170,000.

(ii) Results for 2016. (A) For chapter 1 pur-
poses, as a result of the $60,000 income inclu-
sion under section 1293(a), PRS’s basis in its
QEF stock is increased by $60,000 under sec-
tion 1293(d)(1) to $120,000. Under §1.1293-
1(c)(1) and section 702, C’s, D’s, and E’s dis-
tributive shares of the section 1293(a) income
inclusion are $30,000, $15,000, and $15,000 re-
spectively. Under section 705(a)(1)(A), C in-
creases his adjusted basis in his partnership
interest by $30,000 to $150,000, and D and E
each increases his adjusted basis in his part-
nership interest by $15,000 to $75,000.

(B) For section 1411 purposes, pursuant to
paragraph (d)(1)(ii) of this section, PRS’s
basis in QEF is not increased by the $60,000
income inclusion (it remains at $60,000). Be-
cause PRS did not make an election under
paragraph (g) of this section, C, D and E do
not have net investment income with respect
to the income inclusion, and pursuant to
paragraph (d)(2) of this section, they do not
increase their adjusted bases in their inter-
ests in PRS (C remains at $120,000, and D and
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E each remain at $60,000). Pursuant to para-
graph (e)(1)(ii) of this section, C reduces his
modified adjusted gross income by $30,000,
and D and E each reduce their modified ad-
justed gross income by $15,000.

(iii) Results for 2017. (A) For chapter 1 pur-
poses, PRS has a gain of $50,000 ($170,000
minus $120,000), which is allocated 50%
($25,000) to C, 25% ($12,500) to D, and 25%
($12,500) to E.

(B) Based on PRS’s basis in the stock of
QEF for section 1411 purposes, PRS has a
gain for section 1411 purposes of $110,000
($170,000 minus $60,000), which in the absence
of an election by PRS under paragraph (g) of
this section, results in gain of $55,000 to C,
$27,500 to D, and $27,500 to E. Therefore, C
has net investment income of $55,000, and D
and E each have net investment income of
$27,600. Pursuant to paragraph (e)(1)(ii) of
this section, C increases his modified ad-
justed gross income by $30,000, and D and E
each increase their modified adjusted gross
income by $15,000.

(1) Effective/applicability date. This
section applies to taxable years begin-
ning after December 31, 2013. However,
taxpayers may apply this section to
taxable years beginning after Decem-
ber 31, 2012, in accordance with §1.1411-
1(5).

[T.D. 9644, 78 FR 72424, Dec. 2, 2013, as amend-
ed at 79 FR 18160, Apr. 1, 2014]

WITHHOLDING OF TAX ON NONRESIDENT
ALIENS AND FOREIGN CORPORATIONS
AND TAX-FREE COVENANT BONDS

NONRESIDENT ALIENS AND
FOREIGN CORPORATIONS

§1.1441-0 Outline of regulation provi-
sions for section 1441.

This section lists captions contained
in §§1.1441-1 through 1.1441-9.

§1.1441-1 Requirement for the deduction and
withholding of tax on payments to foreign
persons.

(a) Purpose and scope.

(b) General rules of withholding.

(1) Requirement to withhold on payments
to foreign persons.

(2) Determination of payee and payee’s sta-
tus.

(i) In general.

(ii) Payments to a U.S. agent of a foreign
person.

(iii) Payments to wholly-owned entities.

(A) Foreign-owned domestic entity.

(B) Foreign entity.

(iv) Payments to a U.S. branch of certain
foreign banks or foreign insurance compa-
nies.

§1.1441-0

(A) U.S. branch treated as a U.S. person in
certain cases.

(B) Consequences to the withholding agent.

(C) Consequences to the U.S. branch.

(D) Definition of payment to a U.S. branch.

(E) Payments to other U.S. branches.

(v) Payments to a foreign intermediary.

(A) Payments treated as made to persons
for whom the intermediary collects the pay-
ment.

(B) Payments treated as made to foreign
intermediary.

(vi) Other payees.

(vii) Rules for reliably associating a pay-
ment with a withholding certificate or other
appropriate documentation.

(A) Generally.

(B) Special rules applicable to a with-
holding certificate from a nonqualified inter-
mediary or flow-through entity.

(C) Special rules applicable to a with-
holding certificate provided by a qualified
intermediary that does not assume primary
withholding responsibility.

(D) Special rules applicable to a with-
holding certificate provided by a qualified
intermediary that assumes primary with-
holding responsibility under chapter 3 and
chapter 4 of the Internal Revenue Code.

(E) Special rules applicable to a with-
holding certificate provided by a qualified
intermediary that assumes primary Form
1099 reporting and backup withholding re-
sponsibility but not primary withholding
under chapter 3 and chapter 4.

(F) Special rules applicable to a with-
holding certificate provided by a qualified
intermediary that assumes primary with-
holding responsibility under chapter 3 and
chapter 4 and primary Form 1099 reporting
and backup withholding responsibility and a
withholding certificate provided by a with-
holding foreign partnership or a withholding
foreign trust.

(3) Presumptions regarding payee’s status
in the absence of documentation.

(i) General rules.

(ii) Presumptions of classification as indi-
vidual, corporation, partnership, etc.

(A) In general.

(B) No documentation provided.

(C) Documentary evidence furnished for
offshore obligation.

(iii) Presumption of U.S. or foreign status.

(A) Payments to exempt recipients.

(1) In general.

(2) Special rule for withholdable payments
made to exempt recipients.

(B) Scholarships and grants.

(C) Pensions, annuities, etc.

(D) Payments with respect to offshore obli-
gations.

(E) Certain payments for services.

(iv) Grace period.

(v) Special rules applicable to payments to
foreign intermediaries.
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(A) Reliance on claim of status as foreign
intermediary.

(B) Beneficial owner documentation or al-
location information is lacking or unreli-
able.

(vi) U.S. branches and territory financial
institutions not treated as U.S. persons.

(vii) Joint payees.

(A) In general.

(B) Special rule for offshore obligations.

(viii) Rebuttal of presumptions.

(ix) Effect of reliance on presumptions and
of actual knowledge or reason to know oth-
erwise.

(A) General rule.

(B) Actual knowledge or reason to know
that amount of withholding is greater than
is required under the presumptions or that
reporting of the payment is required.

(x) Examples.

(4) List of exemptions from, or reduced
rates of, withholding under chapter 3 of the
Code.

(5) Establishing foreign status under appli-
cable provisions of chapter 61 of the Code.

(6) Rules of withholding for payments by a
foreign intermediary or certain U.S.
branches.

(i) In general.

(ii) Examples.

(7) Liability for failure to obtain docu-
mentation timely or to act in accordance
with applicable presumptions.

(i) General rule.

(ii) Proof that tax liability has been satis-
fied.

(A) In general.

(B) Special rule for establishing that in-
come is effectively connected with the con-
duct of a U.S. trade or business.

(iii) Liability for interest and penalties.

(iv) Special rule for determining validity of
withholding certificate containing incon-
sequential errors.

(v) Special effective date.

(8) Adjustments, refunds,
overwithheld amounts.

(9) Payments to joint owners.

(c) Definitions.

(1) Withholding.

(2) Foreign and U.S. person.

(i) In general.

(ii) Dual residents.

(3) Individual.

(i) Alien individual.

(ii) Nonresident alien individual.

(4) Certain foreign corporations.

(5) Financial institution and foreign finan-
cial institution (or FFI).

(6) Beneficial owner.

(i) General rule.

(ii) Special rules.

(A) General rule.

(B) Foreign partnerships.

(C) Foreign simple trusts and foreign
grantor trusts.

or credits of
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(D) Other foreign trusts and foreign es-
tates.

(7) Withholding agent.

(8) Person.

(9) Source of income.

(10) Chapter 3 of the Code (or chapter 3).

(11) Reduced rate.

(12) Payee.

(13) Intermediary.

(14) Nonqualified intermediary.

(15) Qualified intermediary.

(16) Withholding certificate.

(17) Documentary evidence;
priate documentation.

(18) Documentation.

(19) Payor.

(20) Exempt recipient.

(21) Non-exempt recipient.

(22) Reportable amounts.

(23) Flow-through entity.

(24) Foreign simple trust.

(25) Foreign complex trust.

(26) Foreign grantor trust.

(27) Partnership.

(28) Nonwithholding foreign partnership (or
NWP).

(29) Withholding foreign partnership (or
WP).

(30) Possession of the United States or U.S.
territory.

(31) Amount subject to chapter 3 with-
holding.

(32) EIN.

(33) Flow-through withholding certificate.

(34) Foreign payee.

(35) Intermediary withholding certificate.

other appro-

(36) Nonwithholding foreign trust (or
NWT).

(87) Payment with respect to an offshore
obligation.

(38) Permanent residence address.

(i) In general.

(ii) Hold mail instruction.

(39) Standing instructions to pay amounts.

(40) Territory financial institution.

(41) TIN.

(42) Withholding foreign trust (or WT).

(43) Certified deemed-compliant FFI.

(44) Chapter 3 withholding rate pool.

(45) Chapter 3 status.

(46) Chapter 4 of the Code (or chapter 4).

(47) Chapter 4 status.

(48) Chapter 4 withholding rate pool.

(49) Deemed-compliant FFI.

(50) GIIN (or Global Intermediary Identi-
fication Number).

(61) NFFE.

(52) Nonparticipating FFI.

(63) Participating FFI.

(54) Preexisting obligation.

(55) Registered deemed-compliant FFI.

(56) Withholdable payment.

(d) Beneficial owner’s or payee’s claim of
U.S. status.

(1) In general.

(2) Payments for which a Form W-9 is oth-
erwise required.
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(3) Payments for which a Form W-9 is not
otherwise required.

(4) When a payment to an intermediary or
flow-through entity may be treated as made
to a U.S. payee.

(e) Beneficial owner’s claim of foreign sta-
tus.

(1) Withholding agent’s reliance.

(i) In general.

(ii) Payments that a withholding agent
may treat as made to a foreign person that
is a beneficial owner.

(A) General rule.

(B) Additional requirements.

(2) Beneficial owner withholding certifi-
cate.

(i) In general.

(ii) Requirements for validity of certifi-
cate.

(A) In general.

(B) Requirement to collect foreign TIN and
date of birth beginning January 1, 2017.

(3) Intermediary, flow-through, or U.S.
branch withholding certificate.

(i) In general.

(ii) Intermediary withholding certificate
from a qualified intermediary.

(iii) Intermediary withholding certificate
from a nonqualified intermediary.

(iv) Withholding statement provided by
nonqualified intermediary.

(A) In general.

(B) General requirements.

(C) Content of withholding statement.

(1) In general.

(2) Nonqualified intermediary withholding
statement for withholdable payments.

(3) Alternative withholding statement.

(4) Example.

(D) Alternative procedures.

(1) In general.

(2) Withholding rate pools.

(i) In general.

(ii) Withholding rate pools for .chapter 4
purposes.

(3) Allocation information.

(4) Failure to provide allocation informa-
tion.

(5) Cure provision.

(6) Form 1042-S reporting in case of alloca-
tion failure.

(7) Liability for tax,
alties.

(8) Applicability to flow-through entities
and certain U.S. branches.

(E) Notice procedures.

(v) Withholding certificate from certain
U.S. branches (including territory financial
institutions).

(vi) Reportable amounts.

(4) Applicable rules.

(i) Who may sign the certificate.

(A) In general.

(B) Electronic signatures.

(ii) Period of validity.

(A) General rule.

interest, and pen-
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(1) Withholding certificates and documen-
tary evidence.

(2) Documentary evidence for
claims and treaty statements.

(B) Indefinite validity period.

(C) Withholding certificate for effectively
connected income.

(D) Change in circumstances.

(1) Defined.

(2) Obligation to notify a withholding
agent of a change in circumstances.

(3) Withholding agent’s obligation with re-
spect to a change in circumstances.

(iii) Retention of documentation.

(iv) Electronic transmission of informa-
tion.

(A) In general.

(B) Requirements.

(1) In general.

(2) Same information as paper Form W-8.

(3) Perjury statement and signature re-
quirements.

(i) Perjury statement.

(ii) Electronic signature.

(4) Requests for electronic Form W-8 data.

(C) Form 8233.

(D) Forms and documentary evidence re-
ceived by facsimile or email.

(E) Third party repositories.

(v) Additional procedures for certificates
provided electronically.

(vi) Acceptable substitute form.

(vii) Requirement of taxpayer identifying
number.

(viii) Reliance rules.

(A) Classification.

(B) Status of payee as an intermediary or
as a person acting for its own account.

(ix) Certificates to furnished for each obli-
gation unless exception applies.

(A) Exception for certain branch or ac-
count systems or system maintained by
agent.

(B) Reliance on certification provided by
introducing brokers.

(1) In general.

(2) Example.

(C) Reliance on documentation and certifi-
cations provided between principals and
agents.

(1) Withholding agent as agent.

(2) Withholding agent as principal.

(D) Reliance upon documentation for ac-
counts acquired in merger or bulk acquisi-
tion for value.

(5) Qualified intermediaries.

(i) In general.

(ii) Definition of qualified intermediary.

(iii) Withholding agreement.

(A) In general.

(B) Terms of the withholding agreement.

(iv) Assignment of primary withholding re-
sponsibility.

(v) Withholding statement.

(A) General rule.

(B) Content of withholding statement.

(C) Withholding rate pools.

treaty
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(1) In general.

(2) Withholding rate pool requirements for
a withholdable payment.

(3) Alternative procedure for U.S. non-ex-
empt recipients.

(D) Example.

(6) Qualified derivatives dealers.

(f) Effective date.

(1) In general.

(2) Transition rules.

(i) Special rules for existing documenta-
tion.

(ii) Lack of documentation for past years.

(3) Section 871(m) transactions.

§1.1441-2 Amounts subject to withholding.

(a) In general.

(b) Fixed or determinable annual or peri-
odical income.

(1) In general.

(i) Definition.

(ii) Manner of payment.

(iii) Determinability of amount.

(2) Exceptions.

(3) Original issue discount.

(i) Amount subject to tax.

(ii) Amounts subject to withholding.

(iii) Exceptions to withholding.

(4) Securities lending transactions and
equivalent transactions.

(5) REMIC residual interests.

(6) Dividend equivalents.

(c) Other income subject to withholding.

(d) Exceptions to withholding where no
money or property is paid or lack of knowl-
edge.

(1) General rule.

(2) Cancellation of debt.

(3) Satisfaction of liability following
underwithholding by withholding agent.

(4) Withholding exemption inapplicable.

(e) Payment.

(1) General rule.

(2) Income allocated under section 482.

(3) Blocked income.

(4) Special rules for dividends.

(5) Certain interest accrued by a foreign
corporation.

(6) Payments other than in U.S. dollars.

(7) Payments of dividend equivalents.

(i) In general.

(ii) Payment.

(iii) Premiums and other upfront pay-
ments.

(f) Effective/applicability date.

§1.1441-3 Determination of amounts to be
withheld.

(a) General rule.

(1) Withholding on gross amount.

(2) Coordination with chapter 4.

(b) Withholding on payments on certain
obligations.

(1) Withholding at time of payment of in-
terest.

(2) No withholding between interest pay-
ment dates.
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(i) In general.

(ii) Anti-abuse rule.

(c) Corporate distributions.

(1) General rule.

(2) Exception to withholding on distribu-
tions.

(i) In general.

(ii) Reasonable estimate of accumulated
and current earnings and profits on the date
of payment.

(A) General rule.

(B) Procedures
holding.

(C) Reliance by intermediary on reasonable
estimate.

(D) Example.

(3) Special rules in the case of distributions
from a regulated investment company.

(i) General rule

(ii) Reliance by intermediary on reason-
able estimate.

(4) Coordination with withholding under
section 1445.

(i) In general.

(A) Withholding under section 1441.

(B) Withholding under both sections 1441
and 1445.

(C) Coordination with REIT/QIE with-
holding.

(ii) Intermediary reliance rule.

(d) Withholding on payments that include
an undetermined amount of income.

(1) In general.

(2) Withholding on certain gains.

(e) Payments other than in U.S. dollars.

(1) In general.

(2) Payments in foreign currency.

(f) Tax liability of beneficial owner satis-
fied by withholding agent.

(1) General rule.

(2) Example.

(g) Conduit financing arrangements

(1) Duty to withhold.

(2) Effective date.

(h) Dividend equivalents.

(1) Withholding on gross amount.

(2) Reliance by withholding agent on rea-
sonable determinations.

(3) Effective/applicability date.

(i) Effective/applicability date.

in case of underwith-

§1.1441-4 Exemptions from withholding for cer-
tain effectively connected income and other
amounts.

(a) Certain income connected with a U.S.
trade or business.

(1) In general.

(2) Withholding agent’s reliance on a claim
of effectively connected income.

(i) In general.

(ii) Special rules for U.S. branches of for-
eign persons.

(A) U.S. branches of certain foreign banks
or foreign insurance companies.

(B) Other U.S. branches.

(3) Income on notional principal contracts.

(i) General rule.
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(ii) Exception for certain payments.

(iii) Exception for specified notional prin-
cipal contracts.

(b) Compensation for personal services of
an individual.

(1) Exemption from withholding.

(2) Manner of obtaining withholding ex-
emption under tax treaty.

(i) In general.

(ii) Withholding certificate claiming with-
holding exemption.

(iii) Review by withholding agent.

(iv) Acceptance by withholding agent.

(v) Copies of Form 8233.

(3) Withholding agreements.

(4) Final payment exemption.

(5) Requirement of return.

(6) Personal exemption.

(i) In general.

(ii) Multiple exemptions.

(iii) Special rule where both certain schol-
arship and compensation income are re-
ceived.

(c) Special rules for scholarship and fellow-
ship income.

(1) In general.

(2) Alternate withholding election.

(d) Annuities received under qualified
plans.

(e) Per diem of certain alien trainees.

(f) Failure to receive withholding certifi-
cates timely or to act in accordance with ap-
plicable presumptions.

(g) Effective/applicability date.

§1.1441-5 Withholding on payments to
partnerships, trusts, and estates.

(a) In general.

(b) Rules applicable to U.S. partnerships,
trusts, and estates.

(1) Payments to U.S. partnerships, trusts,
and estates.

(2) Withholding by U.S. payees.

(i) U.S. partnerships.

(A) In general.

(B) Effectively connected income of part-
ners.

(ii) U.S. simple trusts.

(iii) U.S. complex trusts and U.S. estates.

(iv) U.S. grantor trusts.

(v) Subsequent distribution.

(vi) Coordination with chapter 4 require-
ments for U.S. partnerships, trusts, and es-
tates.

(c) Foreign partnerships.

(1) Determination of payee.

(i) Payments treated as made to partners.

(ii) Payments treated as made to the part-
nership.

(iii) Rules for reliably associating a pay-
ment with documentation.

(iv) Coordination with chapter 4 for pay-
ments made to foreign partnerships.

(v) Examples.

(2) Withholding foreign partnerships.

(i) Reliance on claim of withholding for-
eign partnership status.

§1.1441-0

(ii) Withholding agreement.

(iii) Withholding responsibility.

(iv) Withholding certificate from a with-
holding foreign partnership.

(3) Nonwithholding foreign partnerships.

(i) Reliance on claim of foreign partnership
status.

(ii) Reliance on claim of reduced with-
holding by a partnership for its partners.

(iii) Withholding certificate from a non-
withholding foreign partnership.

(iv) Withholding statement provided by
nonwithholding foreign partnership and co-
ordination with chapter 4.

(v) Withholding and reporting by a foreign
partnership.

(d) Presumption rules.

(1) In general.

(2) Determination of partnership status as
U.S. or foreign in the absence of documenta-
tion.

(3) Determination of partners’ status in the
absence of certain documentation.

(4) Determination by a withholding foreign
partnership of the status of its partners.

(e) Foreign trusts and estates.

(1) In general.

(2) Payments to foreign complex trusts and
foreign estates.

(3) Payees of payments to foreign simple
trusts and foreign grantor trusts.

(i) Payments for which beneficiaries and
owners are payees.

(ii) Payments for which trust is payee.

(iii) Coordination with chapter 4 for pay-
ments made to foreign simple trusts and for-
eign grantor trusts.

(4) Reliance on claim of foreign complex
trust or foreign estate status.

(5) Foreign simple trust and foreign grant-
or trust.

(i) Reliance on claim of foreign simple
trust or foreign grantor trust status.

(ii) Reliance on claim of reduced with-
holding by a foreign simple trust or foreign
grantor trust for its beneficiaries or owners.

(iii) Withholding certificate from foreign
simple trust or foreign grantor trust.

(iv) Withholding statement provided by
foreign simple trust or foreign grantor trust
and coordination with chapter 4.

(v) Withholding foreign trusts.

(6) Presumption rules.

(i) In general.

(ii) Determination of status as U.S. or for-
eign trust or estate in the absence of docu-
mentation.

(iii) Determination of beneficiary or own-
er’s status in the absence of certain docu-
mentation.

(f) Failure to receive withholding certifi-
cate timely or to act in accordance with ap-
plicable presumptions.

(g) Effective/applicability date.

107



§1.1441-0

$1.1441-6 Claim of reduced withholding under
an income tax treaty.

(a) In general.

(b) Reliance on claim of reduced with-
holding under an income tax treaty.

(1) In general.

(i) Identification of limitation on benefits
provisions.

(ii) Reason to know based on existence of
treaty.

(2) Payment to fiscally transparent entity.

(i) In general.

(ii) Certification by qualified intermediary.

(iii) Dual treatment.

(iv) Examples.

(3) Certified TIN.

(4) Claim of benefits under an income tax
treaty by a U.S. person.

(c) Exemption from requirement to furnish
a taxpayer identifying number and special
documentary evidence rules for certain in-
come.

(1) General rule.

(2) Income to which special rules apply.

(3) Certificate of residence.

(4) Documentary evidence establishing res-
idence in the treaty country.

(i) Individuals.

(ii) Persons other than individuals.

(b) Statements regarding entitlement to
treaty benefits.

(i) Statement regarding conditions under a
limitation on benefits provision.

(ii) Statement regarding whether the tax-
payer derives the income.

(d) Joint owners.

(e) Competent authority.

(f) Failure to receive withholding certifi-
cate timely.

(g) Special taxpayer identifying number
rule for certain foreign individuals claiming
treaty benefits.

(1) General rule.

(2) Special rule.

(3) Requirement that an ITIN be requested
during the first business day following pay-
ment.

(4) Definition of unexpected payment.

(5) Examples.

(h) Dividend equivalents.

(i) Effective/applicability dates.

(1) General rule.

(2) Dividend equivalents.

$1.1441-7 General provisions relating to
withholding agents.

(a) Withholding agent defined.

(1) In general.

(2) Withholding agent with respect to divi-
dend equivalents.

(3) Examples.

(4) Effective/applicability date.

(b) Standards of knowledge.

(1) In general.

(2) Reason to know.

(3) Financial institutions—limits on reason
to know.
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(i) In general.

(ii) Limits on reason to know for pre-
existing obligations.

(4) Rules applicable to withholding certifi-
cates.

(i) In general.

(ii) Examples.

(5) Withholding certificate—establishment
of foreign status.

(i) Classification of U.S. status, U.S. ad-
dress, or U.S. telephone number.

(ii) U.S. place of birth.

(iii) Standing instructions with respect to
offshore obligations.

(6) Withholding certificate—claim of re-
duced rate of withholding under treaty.

(i) Permanent residence address.

(ii) Mailing address.

(iii) Standing instructions.

(7) Documentary evidence.

(8) Documentary evidence—establishment
of foreign status.

(i) Documentary evidence received prior to
January 1, 2001.

(ii) Documentary evidence received after
December 31, 2000.

(A) Treatment of individual’s foreign sta-
tus.

(B) Presumption of entity’s foreign status.

(iii) U.S. place of birth.

(iv) Standing instructions with respect of
offshore obligations.

(9) Documentary evidence—claim of re-
duced rate of withholding under treaty.

(i) Permanent residence address and mail-
ing address.

(ii) Standing instructions.

(10) Indirect account holders.

(11) Limits on reason to know for multiple
obligations belonging to a single person.

(12) Reasonable explanation supporting
claim of foreign status.

(13) Additional guidance.

(c) Agent.

(1) In general.

(2) Authorized agent.

(3) Liability of withholding agent acting
through an agent.

(d) United States obligations.

(e) Assumed obligations.

(f) Conduit financing arrangements.

(1) Liability of withholding agent.

(2) Exception for withholding agents that
do not know of conduit financing arrange-
ment.

(i) In general.

(ii) Examples.

(g) Effective/applicability date.

§1.1441-8 Exemption from withholding for pay-
ments to foreign govermments, international
organizations, foreign central banks of issue,
and the Bank for International Settlements.

(a) Foreign governments.
(b) Reliance on claim of exemption by for-
eign government.
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(c) Income of a foreign central bank of
issue or the Bank for International

Settlements.

(1) Certain interest income.

(2) Bankers’ acceptances.

(d) Exemption for payments to
national organizations.

(e) Failure to receive withholding certifi-
cate timely and other applicable procedures.

(f) Effective date.

(1) In general.

(2) Transition rules.

inter-

$§1.1441-9 Exemption from withholding on ex-
empt income of a foreign tax-exempt organiza-
tion, including foreign private foundations.

(a) Exemption from withholding for ex-
empt income.

(b) Reliance on foreign organization’s
claim of exemption from withholding.

(1) General rule.

(2) Withholding certificate.

(3) Presumptions in the absence of docu-
mentation.

(4) Reason to know.

(c) Failure to receive withholding certifi-
cate timely and other applicable procedures.

(d) Effective date.

(1) In general.

(2) Transition rules.

$1.1441-10 Withholding agents with respect to
fast-pay arrangements.

(a) In general.

(b) Exception.

(c) Liability.

(d) Examples.

(e) Effective date.

[T.D. 8734, 62 FR 53421, Oct. 14, 1997, as
amended by T.D. 8881, 66 FR 32168, May 22,
2000; T.D. 9023, 67 FR 70312, Nov. 22, 2002; T.D.
9272, 71 FR 43366, Aug. 1, 2006; T.D. 9415, 73 FR
40172, July 14, 2008; T.D. 9808, 82 FR 2056, Jan.
6, 2017]

EDITORIAL NOTE: By T.D. 9808, 82 FR 2056,
Jan. 6, 2017, §1.1441-0 was amended; however,
portions of the amendment could not be in-
corporated due to inaccurate amendatory in-
struction.

§1.1441-1 Requirement for the deduc-
tion and withholding of tax on pay-
ments to foreign persons.

(a) Purpose and scope. This section,
§§1.1441-2 through 1.1441-9, and 1.1443-1
provide rules for withholding under
sections 1441, 1442, and 1443 when a pay-
ment is made to a foreign person. This
section provides definitions of terms
used in chapter 3 of the Internal Rev-
enue Code (Code) and regulations
thereunder. It prescribes procedures to
determine whether an amount must be
withheld under chapter 3 of the Code
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and documentation that a withholding
agent may rely upon to determine the
status of a payee or a beneficial owner
as a U.S. person or as a foreign person
and other relevant characteristics of
the payee that may affect a with-
holding agent’s obligation to withhold
under chapter 3 of the Code and the
regulations thereunder. Special proce-
dures regarding payments to foreign
persons that act as intermediaries are
also provided. Section 1.1441-2 defines
the income subject to withholding
under sections 1441, 1442, and 1443 and
the regulations under these sections.
Section 1.1441-3 provides rules regard-
ing the amount subject to withholding
and rules for coordinating withholding
under this section with withholding
under section 1445 and under chapter 4
of the Code. Section 1.1441-4 provides
exemptions from withholding for,
among other things, certain income ef-
fectively connected with the conduct of
a trade or business in the United
States, including certain compensation
for the personal services of an indi-
vidual. Section 1.1441-5 provides rules
for withholding on payments made to
flow-through entities and other similar
arrangements. Section 1.1441-6 provides
rules for claiming a reduced rate of
withholding under an income tax trea-
ty. Section 1.1441-7 defines the term
withholding agent and provides due
diligence rules governing a withholding
agent’s obligation to withhold. Section
1.1441-8 provides rules for relying on
claims of exemption from withholding
for payments to a foreign government,
an international organization, a for-
eign central bank of issue, or the Bank
for International Settlements. Sec-
tions 1.1441-9 and 1.1443-1 provide rules
for relying on claims of exemption
from withholding for payments to for-
eign tax exempt organizations and for-
eign private foundations.

(b) General rules of withholding—(1)
Requirement to withhold on payments to
foreign persons. A withholding agent
must withhold 30 percent of any pay-
ment of an amount subject to with-
holding made to a payee that is a for-
eign person unless it can reliably asso-
ciate the payment with documentation
upon which it can rely to treat the
payment as made to a payee that is a
U.S. person or as made to a beneficial
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owner that is a foreign person entitled
to a reduced rate of withholding. How-
ever, a withholding agent making a
payment to a foreign person need not
withhold where the foreign person as-
sumes responsibility for withholding
on the payment under chapter 3 of the
Code and the regulations thereunder as
a qualified intermediary (see para-
graphs (e)(5) and (e)(6) of this section),
as a U.S. branch of a foreign person
(see paragraph (b)(2)(iv) of this sec-
tion), as a withholding foreign partner-
ship (see §1.1441-5(¢c)(2)(i)), or as a with-
holding foreign trust (see §1.1441-
5(e)(5)(v)). When withholding under
chapter 4 was applied to a payment,
the withholding obligation under this
section is satisfied. See §1.1441-3(a)(2).
This section (dealing with general rules
of withholding and claims of foreign or
U.S. status by a payee or a beneficial
owner) and §§1.1441-4, 1.1441-5, 1.1441-6,
1.1441-8, 1.1441-9, and 1.1443-1 provide
rules for determining whether docu-
mentation is required as a condition
for reducing the rate of withholding on
a payment to a foreign beneficial
owner or to a U.S. payee and if so, the
nature of the documentation upon
which a withholding agent may rely in
order to reduce such rate. Paragraph
(b)(2) of this section prescribes the
rules for the determination of who the
payee is, the extent to which a pay-
ment is treated as made to a foreign
payee, and reliable association of a
payment with documentation. Para-
graph (b)(3) of this section describes
the applicable presumptions for deter-
mining the payee’s status as U.S. or
foreign and the payee’s other charac-
teristics (e.g., as an owner or inter-
mediary, as an individual, partnership,
corporation, etc.). Paragraph (b)(4) of
this section lists the types of payments
for which the 30-percent withholding
rate may be reduced. Because the
treatment of a payee as a U.S. or a for-
eign person also has consequences for
purposes of making an information re-
turn under the provisions of chapter 61
of the Code and for withholding under
other provisions of the Code, such as
sections 3402, 3405, or 3406, paragraph
(b)(6) of this section lists applicable
provisions outside chapter 3 of the
Code that require certain payees to es-
tablish their foreign status (e.g., in
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order to be exempt from information
reporting). Paragraph (b)(6) of this sec-
tion describes the withholding obliga-
tions of a foreign person making a pay-
ment that it has received in its capac-
ity as an intermediary. Paragraph
(b)(7) of this section describes the li-
ability of a withholding agent that
fails to withhold at the required 30-per-
cent rate in the absence of documenta-
tion. Paragraph (b)(8) of this section
deals with adjustments and refunds in
the case of overwithholding. Paragraph
(b)(9) of this section deals with deter-
mining the status of the payee when
the payment is jointly owned. See
paragraph (c)(6) of this section for a
definition of beneficial owner. See
§1.1441-7(a) for a definition of with-
holding agent. See §1.1441-2(a) for the
determination of an amount subject to
withholding. See §1.1441-2(e) for the
definition of a payment and when it is
considered made. Except as otherwise
provided, the provisions of this section
apply only for purposes of determining
a withholding agent’s obligation to
withhold under chapter 3 of the Code
and the regulations thereunder.

(2) Determination of payee and payee’s
status—(i) In general. Except as other-
wise provided in this paragraph (b)(2)
and §1.1441-5(c)(1) and (e)(3), a payee is
the person to whom a payment is
made, regardless of whether such per-
son is the beneficial owner of the
amount (as defined in paragraph (c)(6)
of this section). A foreign payee is a
payee who is a foreign person. A U.S.
payee is a payee who is a U.S. person.
Generally, the determination by a
withholding agent of the U.S. or for-
eign status of a payee and of its other
relevant characteristics (e.g., as a bene-
ficial owner or intermediary, or as an
individual, corporation, or flow-
through entity) is made on the basis of
a withholding certificate that is a
Form W-8 or a Form 8233 (indicating
foreign status of the payee or bene-
ficial owner) or a Form W-9 (indicating
U.S. status of the payee). The provi-
sions of this paragraph (b)(2), para-
graph (b)(3) of this section, and §1.1441-
5(c), (d), and (e) dealing with deter-
minations of payee and applicable pre-
sumptions in the absence of docu-
mentation apply only to payments of
amounts subject to withholding under
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chapter 3 of the Code (within the mean-
ing of §1.1441-2(a)). However, for a pay-
ment that is both an amount subject to
withholding under chapter 3 and a
withholdable payment under chapter 4,
first apply the rules of §1.1471-3 for de-
termining the payee of a withholdable
payment under chapter 4 and the appli-
cable presumptions in the absence of
documentation applicable to such pay-
ments. See also §1.6049-5(d) for pay-
ments of amounts that are not subject
to withholding under chapter 3 of the
Code (or the regulations thereunder)
but that may be reportable under pro-
visions of chapter 61 of the Code (and
the regulations thereunder). See para-
graph (d) of this section for documenta-
tion upon which the withholding agent
may rely in order to treat the payee or
beneficial owner as a U.S. person. See
paragraph (e) of this section for docu-
mentation upon which the withholding
agent may rely in order to treat the
payee or beneficial owner as a foreign
person. For applicable presumptions of
status in the absence of documenta-
tion, see paragraph (b)(3) of this sec-
tion and §1.1441-5(d). For definitions of
a foreign person and U.S. person, see
paragraph (c¢)(2) of this section.

(i1) Payments to a U.S. agent of a for-
eign person. A withholding agent mak-
ing a payment to a U.S. person (other
than to a U.S. branch that is treated as
a U.S. person pursuant to paragraph
(b)(2)(iv) of this section) and who has
actual knowledge that the U.S. person
receives the payment as an agent of a
foreign person must treat the payment
as made to the foreign person. How-
ever, the withholding agent may treat
the payment as made to the U.S. per-
son if the U.S. person is a financial in-
stitution and the withholding agent
has no reason to believe that the finan-
cial institution will not comply with
its obligation to withhold. See para-
graph (c)(b) of this section for the defi-
nition of a financial institution.

(iii) Payments to wholly-owned enti-
ties—(A) Foreign-owned domestic entity.
A payment to a wholly-owned domestic
entity that is disregarded for federal
tax purposes under §301.7701-2(c)(2) of
this chapter as an entity separate from
its owner and whose single owner is a
foreign person shall be treated as a
payment to the owner of the entity,
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subject to the provisions of paragraph
(b)(2)(iv) of this section. For purposes
of this paragraph (b)(2)(iii)(A), a do-
mestic entity means a person that
would be treated as a U.S. person if it
had an election in effect under
§301.7701-3(c)(1)(i) of this chapter to be
treated as a corporation. For example,
a limited liability company, A, orga-
nized under the laws of the State of
Delaware, opens an account at a U.S.
bank. Upon opening of the account, the
bank requests A to furnish a Form W-
9 as required under section 6049(a) and
the regulations under that section. A
does not have an election in effect
under §301.7701-3(c)(1)(i) of this chapter
and, therefore, is not treated as an or-
ganization taxable as a corporation, in-
cluding for purposes of the exempt re-
cipient provisions in §1.6049-4(c)(1). If A
has a single owner and the owner is a
foreign person (as defined in paragraph
(c)(2) of this section), then A may not
furnish a Form W-9 because it may not
represent that it is a U.S. person for
purposes of the provisions of chapters
3, 4, and 61 of the Code, and section
3406. Therefore, A must furnish a Form
W-8 with the name, address, and tax-
payer identifying number (TIN) (if re-
quired) of the foreign person who is the
single owner in the same manner as if
the account were opened directly by
the foreign single owner. See §§1.894-
1(d) and 1.1441-6(b)(2) for special rules
where the entity’s owner is claiming a
reduced rate of withholding under an
income tax treaty.

(B) Foreign entity. A payment to a
wholly-owned foreign entity that is
disregarded under §301.7701-2(c)(2) of
this chapter as an entity separate from
its owner shall be treated as a payment
to the single owner of the entity, sub-
ject to the provisions of paragraph
(b)(2)(iv) of this section if the foreign
entity has a U.S. branch in the United
States. For purposes of this paragraph
(b)(2)(iii)(B), a foreign entity means a
person that would be treated as a for-
eign person if it had an election in ef-
fect under §301.7701-3(c)(1)(i) of this
chapter to be treated as a corporation.
See §§1.894-1T(d) and 1.1441-6(b)(2) for
special rules where the foreign entity
or its owner is claiming a reduced rate
of withholding under an income tax
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treaty. Thus, for example, if the for-
eign entity’s single owner is a U.S. per-
son, the payment shall be treated as a
payment to a U.S. person. Therefore,
based on the saving clause in U.S. in-
come tax treaties, such an entity may
not claim benefits under an income tax
treaty even if the entity is organized in
a country with which the United States
has an income tax treaty in effect and
treats the entity as a non-fiscally
transparent entity. See §1.894-1T(d)(6),
Example 10. Unless it has actual knowl-
edge or reason to know that the foreign
entity to whom the payment is made is
disregarded under §301.7701-2(c)(2) of
this chapter, a withholding agent may
treat a foreign entity as an entity sep-
arate from its owner unless it can reli-
ably associate the payment with a
withholding certificate from the enti-
ty’s owner.

(iv) Payments to a U.S. branch of cer-
tain foreign banks or foreign insurance
companies—(A) U.S. branch treated as a
U.S. person in certain cases. A payment
to a U.S. branch of a foreign person is
a payment to a foreign person. How-
ever, a U.S. branch of a foreign person
that is described in this paragraph
(D)(2)(iv)(A) may agree to be treated as
a U.S. person for purposes of with-
holding on specified payments to the
U.S. branch. If a U.S. branch agrees to
be treated as a U.S. person with a with-
holding agent, it is required to act as a
U.S. person with respect to all other
withholding agents, including when
acting as an intermediary with respect
to withholdable payments for purposes
of chapter 4. See §1.1471-3(a)(3)(vi). In
such cases, the U.S. branch is treated
as a payee that is a U.S. person. See
paragraph (C) of this section for addi-
tional requirements for the U.S. branch
when treated as a payor that is a U.S.
person. Notwithstanding the preceding
sentence, a withholding agent making
a payment to a U.S. branch treated as
a U.S. person under this paragraph
(b)(2)(iv)(A) shall not treat the branch
as a U.S. person for purposes of report-
ing the payment made to the branch.
Therefore, a payment to such U.S.
branch shall be reported on Form 1042—
S under §1.1461-1(c) and §1.1474-
1(d)(1)(i) for a payment of U.S. source
FDAP income that is a chapter 4 re-
portable amount as defined in §1.1471-
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1(b)(18). Further, a U.S. branch that is
treated as a U.S. person under this
paragraph (b)(2)(iv)(A) shall not be
treated as a U.S. person for purposes of
the withholding certificate it provides
to a withholding agent. Therefore, the
U.S. branch must furnish a U.S. branch
withholding certificate on a Form W-
8IMY as provided in paragraph (e)(3)(v)
of this section and not a Form W-9. An
agreement to treat a U.S. branch as a
U.S. person must be evidenced by a
U.S. branch withholding certificate de-
scribed in paragraph (e)(3)(v) of this
section furnished by the U.S. branch to
the withholding agent. A U.S. branch
described in this paragraph (b)(2)(iv)(A)
and eligible to be treated as a U.S. per-
son is any U.S. branch of a foreign
bank subject to regulatory supervision
by the Federal Reserve Board or a U.S.
branch of a foreign insurance company
required to file an annual statement on
a form approved by the National Asso-
ciation of Insurance Commissioners
with the Insurance Department of a
State, a Territory, or the District of
Columbia. In addition, a territory fi-
nancial institution (including a terri-
tory financial institution that is a
flow-through entity) will be treated as
a U.S. branch for purposes of this para-
graph (b)(2)(iv)(A) and therefore is eli-
gible to be treated as a U.S. person.
The Internal Revenue Service (IRS)
may approve a list of U.S. branches
that may be eligible for treatment as
U.S. persons under this paragraph
(b)(2)([Av)(A) (see §601.601(d)(2) of this
chapter). See §1.6049-5(c)(b)(vi) for the
treatment of U.S. branches as U.S.
payors if they make a payment that is
subject to reporting under chapter 61 of
the Code. Also see §1.6049-5(d)(1)(ii) for
the treatment of U.S. branches as for-
eign payees under chapter 61 of the
Code.

(B) Consequences to the withholding
agent. Any person that is otherwise a
withholding agent regarding a payment
to a U.S. branch described in paragraph
(0)(2)(iv)(A) of this section shall treat
the payment in one of the following
ways—

(I) As a payment to a U.S. person, in
which case the withholding agent is
not responsible for withholding on such
payment to the extent it can reliably
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associate the payment with a with-
holding certificate described in para-
graph (e)(3)(v) of this section that has
been furnished by the TU.S. branch
under its agreement with the with-
holding agent to be treated as a U.S.
person;

(2) As a payment directly to the per-
sons whose names are on withholding
certificates or other appropriate docu-
mentation forwarded by the U.S.
branch to the withholding agent when
no agreement is in effect to treat the
U.S. branch as a U.S. person for such
payment, to the extent the withholding
agent can reliably associate the pay-
ment with such certificates or docu-
mentation;

(3) As a payment to a foreign person
of income that is effectively connected
with the conduct of a trade or business
in the United States if the withholding
agent has obtained an EIN for the
branch and cannot reliably associate
the payment with a withholding cer-
tificate from a U.S. branch (or any
other certificate or other appropriate
documentation from another person).
See §1.1441-4(a)(2)(ii); or

(4) As a payment to a foreign person
of income that is not effectively con-
nected with the conduct of a trade or
business in the United States if the
withholding agent has not obtained an
EIN for the branch and cannot reliably
associate the payment with a with-
holding certificate from the TU.S.
branch.

(C) Consequences to the U.S. branch. A
U.S. branch that is treated as a U.S.
person under paragraph (b)(2)(iv)(A) of
this section shall be treated as a sepa-
rate person for purposes of section
1441(a) and all other provisions of chap-
ters 3 and 4 of the Code and the regula-
tions thereunder (other than for pur-
poses of reporting the payment to the
U.S. branch under §1.1461-1(c) and
§1.1474-1(d)(1)(i) for a chapter 4 report-
able amount by a withholding agent) or
for purposes of the documentation such
a branch must furnish under paragraph
(e)(3)(v) of this section) for any pay-
ment that it receives as such. Thus,
the U.S. branch shall be responsible for
withholding on a payment as a U.S.
person in accordance with the provi-
sions under chapters 3 and 4 of the
Code and the regulations thereunder

§1.1441-1

and other applicable withholding provi-
sions of the Code. For this purpose, it
shall obtain and retain documentation
from payees or beneficial owners of the
payments that it receives as an inter-
mediary as a U.S. person in the same
manner as if it were a separate entity.
For example, if a U.S. branch receives
a payment as an intermediary on be-
half of customers of its home office and
the home office is a qualified inter-
mediary, the U.S. branch must obtain a
qualified intermediary withholding
certificate described in paragraph
(e)(3)(ii) of this section from its home
office. Similarly, if a U.S. branch of an
FFI treated as a U.S. person receives a
payment on behalf of another branch of
the FFI that is treated as a nonpartici-
pating FFI, the U.S. branch must with-
hold on the payment made to the other
branch as if it were a separate person
to the extent required under chapter 4.
In addition, a U.S. branch that has not
provided documentation to the with-
holding agent for a payment that is, in
fact, not effectively connected income
is a withholding agent with respect to
that payment. See paragraph (b)(6) of
this section and §1.1441-4(a)(2)(ii).

(D) Definition of payment to a U.S.
branch. A payment is treated as a pay-
ment to a U.S. branch of a foreign bank
or foreign insurance company if the
payment is credited to an account
maintained in the United States in the
name of a 